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PUBLIC RULES FOR PRIVATE ACCOUNTING 
IN FRANCE, 1673 AND 1807 


STANLEY E. Howarp 


ACCOUNTING RULES OF THE ORDINANCE 
or 1678 


w Marcu, 1673, Louis XIV promul- 
gated his Ordinance “Pour le Com- 
merce,” the framework upon which 

was completed the structure of Napoleon’s 
Code de Commerce of 1807. Title III of the 
Ordinance bears the descriptive heading: 
“Concerning the Books and Registers of 
Tradesmen, Merchants, and Bankers.” 
This Title III contains ten articles. Their 
provisions are so briefly stated that they 
can best be presented here in full transla- 
tion.” 

I. Tradesman and merchants at wholesale 
and at retail shall have a book (livre), which 
shall contain all their business, their bills of 
exchange, their accounts receivable and pay- 
able (dettes actives et passives), and the 
monies employed for the expense of their 
[domestic] establishment [s]. 

II. Dealers in exchange, and bankers shall 
keep a journal (livre journal), in which shall 
be entered all the affairs negotiated by them, 


to have recourse to it in case of dispute. 

* This passage and others from French books and 
documents are in this paper presented in English 
translation by the present writer. 

Translation in this instance has been from an 
official edition of the Ordinance published in 1709. 
The title page reads: Ordonnance de Louis XIV. 
Roy de France et de Navarre. Pour le Commerce. 
Donnée a 8. Germain en Laye au mois de Mars 1673. 
Nouvelle Edition. Augmentée des Edits, Déclara- 
tions, Arrests+Réglements concernans la méme 
matiére. A Paris, Chez les Associez choisis par ordre 
de Sa Majesté pour Vimpression de ses nouvelles 
Ordonnances. M.DCC.IX. 

For a general statement of the relationship be- 
tween the Ordinance of 1678 and the Code of 1807, 
see Levasseur, E., Histoire du Commerce de la 
France, pt. 1, p. 800. 


III. The books of tradesmen and mer- 
chants both at wholesale and at retail shall 
be signed on the first page and on the last by 
one of the consuls in the cities where there is 
consular jurisdiction, and in the others by 
the mayor or one of the aldermen, without cost 
or fee, and the pages shall be initialed and 
numbered from first to last by the hand of 
those who shall have been commissioned by 
the consuls or mayor and aldermen, notation 
of which shall be made on the first page. 

IV. The books of dealers in exchange and 
bankers shall be signed and initialed [or 
“flourished” ] by one of the consuls on each 
page, and notation shall be made on the first 
[page] of the name of the dealer in exchange 
or bankers; of the kind of book [that it is], 
whether it is to serve as a journal or as the 
cash book; and whether it is the first, second, 
or [some] other [book]. notation of which 
shall be made in the register at the office of 
the consular jurisdiction or at the city hall. 

V. Journals shall be written up consecu- 
tively by order of date[s] without any blank 
space, [shall be] interrupted at each item 
and at the end; and nothing shall be written 
in the margin. 

VI. All tradesmen, merchants, and dealers 
in exchange, and bankers shall be held within 
six months of the publication of our present 
Ordinance to make new journals and regis- 
ters signed, numbered, and initialed [or 
“flourished” ] as it is above ordered; into 
which they may, if it seems good to them, 
transfer the copies of their former books. 

VII. All tradesmen and merchants both at 
wholesale and at retail shall file the letters 
which they shall receive, and shall put in a 
register the copy of those which they shall 
write. 


VIII. All merchants shall be held to make 
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in the same period of six months an inventory 
under their signature of all their effects, real 
and personal, and of their accounts receivable 
and payable (dettes actives et passives), 
[and] the same shall be remade and revised 
every two years. 

IX. The presentation (représentation) or 
production (communication) of journals, reg- 
isters, and inventories cannot be required or 
ordered in [a court of] justice, except [in 
cases involving] succession, communauté, and 
dissolution of a partnership (société) in case 
of failure. 

X. In case, nevertheless, that a tradesman 
or merchant wishes to serve himself by means 
of his journals and registers, or that the 
[other] party should offer to give credence to 
them, their presentation (représentation) may 
be ordered, to extract from them that which 
concerns the point in dispute. 


Thus the Ordinance required these desig- 
nated classes of business men to “keep 
books.” Public regulation, “on paper” at 
least, extended to the making of rules as 
to the books to be kept, forms to be ob- 
served in the making of entries, authentica- 
tion by a public official as a means to the 
prevention of the crudest kind of falsi- 
fications, the making of periodic inven- 
tories, and the preservation of correspond- 
ence. The rules for authentication of the 
books of exchange dealers and bankers ap- 
pear a little more strict than those for the 
authentication of the books of tradesmen 
and merchants. An attempt was made in 
the last two articles of the title to define 
the status of accounting records in suits 
at law. 


THE LIVRE JOURNAL AND OTHER BOOKS 


It is quite clear from the wording of 
Article II that the livre required to be kept 
by exchange dealers and bankers was a 
journal in the modern sense, a livre jour- 
nal or formal book of original entry. The 
wording of Article I, applicable to trades- 
men and merchants, is ambiguous; for 
there the word livre appears unmodified 
by an adjective. Nevertheless, literature of 
the period puts it beyond doubt that the 
livre of Article I is also a livre journal. 


In the Dictionnaire Universel de Commerce 
published in 1723 we read:* 


It is the Livre Journal of which the Ordi- 
nance of the month of March 1678 intends to 
speak, when it is said in Title 3, Articles 1, 
8, and 5 that tradesmen and merchants both 
at wholesale and at retail shall have a livre 
which shall contain all their business, their 
letters of exchange, their acounts receivable 
and payable, etc. 


The livre journal and its use are de- 
scribed in the same article in the Diction- 
naire.® 

The name of this book makes clear enough 
its use, that is to say that one writes in it day 
by day all the transactions as rapidly as they 
occur. 

Each item that one enters in this book 
should be composed of seven parts, which are 
the date, the debtor, the creditor, the sum, 
the quantity and kind [of goods], the action 
or how payable, and the price. 

Ordinarily this book is a register in folio, 
of five or six mains of paper, numbered, and 
ruled with one line on the side of the margin 
and with three [lines] on the other [side] for 
extending the sums.*‘ 


Although the debit and credit analysis 
of each transaction was customarily in- 
dicated in the livre journal, the modern 


?The Dictionnaire Universal de Commerce was 
published in 1723 (Vols. 1 and m) and 1730 (Vol. 
m1). It was known as Savary’s Dictionnaire. The 
title page reads: Dictionnaire Universal de Com- 
merce, contenant tout ce qui concerne le com 
merce, ... [ete., etc.] Ouvrage posthume du Sieur 
Jacques Savary des Bruslons, Inspecteur général 
des Manufactures, pour le Roy, a la Doiiane de 
Paris, Continué sur les Mémoires de l’auteur, ot 
donné aw Public par M. Philémon Louis Savary, 
Chanoine de lEglise Royale de S. Maur des Fossez, 
son Frére. A Paris, chez Jacques Estienne, rue 
Saint Jacques, a la Vertu. M.DCO.XXIII, Avec 
Privilége du Roy. 

The —~ Savary here referred to and his 
brother Philémon Louis were the sons of Jacques 
Savary the elder (1622-1690) who is credited with 
the most active part in the Council of Reform which 
drafted the Ordinance of 1673. 

Py. present quotation is from columns 570-571, 
Vol. 

* Ibid., Vol. col. 570. 

* These lines were to provide three columns: one 

for livres (“pounds,” not “books”); one for sols 

there were twenty to the pound); and one for 
eniers (there were twelve to the sol). Ibid., col. 
568. 
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spatial arrangement to clarify this analy- 
sis was lacking. Below is a sample entry 
taken from the Dictionnaire.® 


February 19, 1708 
Wine debit by® Cash—#£1600:— 
bought of Duval for cash 16 Muids 
of Burgundy wine at £100.......... £1600 


It is interesting thus to note that public 
regulation of private commercial account- 
ing should have selected this one book, a 
general journal, or primary book of for- 
mal entry as the point of attack. The 
Ordinance made no mention of a book 
(lore memorial) or books of informal 
original entry on the one hand, or of the 
ledger (grand livre, livre extrait, or livre 
de raison) on the other hand. Both of these 
groups of record books were, of course, 
well known and in use. Good accounting 
practice also recognized the desirability of 
introducing specialized journals and ledg- 
ers. 

In 1675, Jacques Savary the elder, prin- 
cipal author of the Ordinance of 1678, 
published Le Parfait Négocitant—“The 
Complete Tradesman”— a book of ex- 
planation of and commentaries upon the 
provisions of the Ordinance and of sug- 
gestions and instructions to business men 
and young men contemplating entrance in- 
to business. In it we find instructive infor- 
mation concerning the subject of this pap- 
er.’ There is set forth inter alia a list of 


* Ibid., col. 571. 

*“Doit a.” The significance of doit is reserved 
for later discussion. 

"From the date of its first publication until the 
Revolution, Le Parfait Négociant was in great 
demand not only in France but in England and 
on the continent generally. It was translated into 
English, Italian, Dutch, and German. The seventh 
edition appeared in 1718, brought out by the son 
Jacques (who died in 1716). The eighth edition 
was brought out in 1721 by the son Philémen Louis. 
The writer of this paper has used and translated 
from the French edition of 1777. The title page 
reads: Le Parfait Négociant, ou Instruction Gén- 
érale pour ce qui regarde le commerce des Mar- 
chandises de France+-des Pays Entrangers. Par le 
Sieur Jacques Savary, Enrichi d’augmentations par 
le Sieur Jacques Savary des Bruslons; et aprés 
wi, par M. Philémont-Louis Savary, Chanoine de 
PEglise Reyale de S. Maur, son Fils. Paris. Chez 
les Fréres Estienne, Librairies, rue Saint Jacques, 
ala Vertu. M.DCC.LXXVII. Avec privilége du 
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the books which a merchant of substance 
should keep. These are the items of the list. 

1. A purchases book (livre d’achat). 

2. An accounts payable subsidiary ledg- 
er (livre extrait du livre d’achat). 

8. A sales journal, designated simply as 
the livre journal, but described by Savary 
as the book in which one enters everything 
sold on credit. 

4. A subsidiary accounts receivable 
ledger (livre extrait du journal). 

5. A journal (livre de vente) in which to 
handle exclusively cash sales of merchan- 
dise. 

6. A journal (livre d’argent payé) in 
which to handle cash payments exclusively. 

7. A cash book which appears to have 
been a ledger account for cash based upon 
items 5 and 6 above, called the livre de 
caisse and referred to as being in effect 
Vextrait du livre de vente aw comptant et 
du liore dargent payé. 

8. A book called the livre de numero, a 
detailed running inventory of merchandise 
kept in ledger account form. 

9. Savary suggested also the keeping of 
a livre de teinture, or book of dyeing; but 
this was because the merchant of substance 
of Savary’s illustration was considered to 
be running a dyeing, as well as a mercan- 
tile, enterprise. It would be well to gen- 
eralize from Savary’s suggestion to the 
effect that it was considered to be good ac- 
counting to keep a special record of manu- 
facturing of producing operations when- 
ever there were any such. 

Savary recommended also the keeping of 
a carnet or notebook of detailed informal 
memoranda, particularly those relating to 
instalment payments; but he did not list 
this book with the other nine items just 
presented.® 

Such a set of books as that suggested 
by the first seven items of Savary’s list, 
exceeded, of course, in its refinement of 
specialization and organization the condi- 


Roi. See p. 275 ff.: in particular, for the list of nine 
books, pp. 278-279. 

*For another list of specialized records which 
were in use in this general period, see the Diction- 
naire de Commerce, Vol. u, col. 570. 
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tions presupposed by the stipulations of 
the Ordinance—the keeping of a simple 
livre journal. This fact raises the question 
of the application of the rules of the Ordi- 
nance, such as those respecting authentica- 
tion, to a system of specialized journals 
and specialized (perhaps subsidiary) ledg- 
ers. Savary indicated that the require- 
ments of the law would be met by authen- 
tication of books of primary entry alone. 
The livre d’achat should be authenticated, 
but not the livre extrait du livre d’achat; 
the livre journal, but not the livre extrait 
du journal.° 

Not only was it true that these first 
seven books recommended by Savary ex- 
ceeded the minimum requirements of the 
Ordinance; they exceeded also the minimum 
requirements of many merchants, those en- 
gaged in what Savary called commerce 
mediocre. These business men, he said, 
might advantageously condense the seven 
books into three: (1) a livre d’achat, (2) 
a livre journal de vente a crédit, and (3) 
a livre de caisse. The first two, like items 1, 
8, 5, and 6 of the list of seven books, were 
not to be kept in debit and credit form. The 
last, the livre de caisse, like items 2, 4, and 
7, were to employ this technical form. 

Savary advocated the use of the ledger; 
but in the event of its non-use he suggested 
an interesting method of journal proce- 
dure, as for example in the livre d’achat. 
An alphabetical list of persons dealt with 
would precede or accompany the journal 
record proper. As each entry was made in 
the journal there would be entered follow- 
ing the name of the person involved (as it 
appeared in the alphabetical “index”) the 
journal page number. In addition, when- 
ever the effect of a journal entry was to 
put in balance the personal account in ques- 
tion, there would be entered in the index 
the letter “S.” This, meaning solde (bal- 
ance), would facilitate periodic or occa- 
sional verification of the condition of any 
particular personal account. 

For the conditions of petty trade, Sav- 
ary thought it might sometimes be ad- 


* Le Parfait Négociant, pp. 278-279. 


vantageous to combine the first two of the 
three books into one, using the left-hand 
pages consecutively as a livre d’achat and 
the right-hand pages as a livre journal de 
vente a crédit. If this were done, the formal 
authentication of the two journal records 
must be independently performed for each 
series of pages. 

The language of the Ordinance made no 
mention of double entry bookkeeping; but 
Savary appears to have assumed its use 
or at least the desirability of its use. His 
instructions in Le Parfait Négociant, 
which was intented not only to inform men 
of the business classes as to the require 
ments of the law but also to stimulate them 
in the matter of compliance with the law, 
include models of bookeeping form and 
explanations as to procedure. One of these 
discussions relates to the ledger and to the 
meanings of debit and credit entries. As 
it throws some light on the contemporary 
“philosophy” of debit and credit entries, 
a short digression from our main theme 
may be justified. Savary said:*° 


The ledger (livre extrait ou de raison) is 
kept in debit and credit; that is to say, that 
the merchandise which one shall have sold 
should be written on the debit side, where one 
enters “So-and-so should give” (un tel doit 
donner); and on the other side, opposite, 
which is the credit [side], where one enters 
“The said So-and-so [should] have (avoir),” 
one writes the money which one receives from 
his debtor. 

[As to] the merchandise which one pur- 
chases from anyone, one must give credit to 
him [i.e., the seller] on the side where one 
enters “The said gentleman [should] have 
(avoir ledit sieur)”” and when one pays for 
that which one has bought, it is necessary to 
write it on the debit side, where it is [ written] 
“He should give (doit donner).” 


Whatever lack of clarity inheres in these 
statements is in part, if not wholly, re 
moved by Savary’s illustrative examples 
or formules. In one of these, exhibiting the 
account of a fictitious Mr. Pierre Arnaut, 
we find as the heading of the left hand 
page: 

* [bid., p. 297. 
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Mr. Pierre Arnaut should give (doit donner). 


And as the heading of the right hand page: 


The said gentleman [should] have (avoir). 


Apparently there is an ellipsis in the 
French expression “doit et avoir.” One finds 
confirmation of this in Savary’s formule 
for the livre de caisse.** There the headings 
appear in full. Over the debit page we 
read: 


Cash should give (Caisse doit donner). 


and over the credit page: 


Cash should have (Caisse doit avoir). 


It is interesting to note that the French 
expression for “debit and credit” arbi- 
trarily employs in the one case the less 
significant, finite part (doit) of the full 
verbal expression which is implied; while 
in the other case the infinitive form (avoir) 
alone appears.** 


ACCOUNTING RULES OF THE COMMERCIAL 
CODE oF 1807 


Out of the disorders and reconstructive 
measures of the Revolution there finally 
came the five Napoleonic Codes.** In Title 


Ibid., p. 296. 

“In connection with this topic, see Littleton, 
A. C., Zarly Transaction Analysis, THe Account- 
Inc Review, Vol. vi, no. 3 (Sept. 1931), pp. 179- 
183, especially the note on p. 180. 

“These were the Code Civil, the Code de Pro- 
cédure Civile, the Code de Commerce, the Code 
€Instruction Criminelle, and the Code Pénal. The 
present writer has used in referring to codes other 
than the Code de Commerce an early French edi- 
tion entitled Les Cings Codes Frangais. Edition 
nouvelle, conforme au Bulletin des Lois; Augmentée 
de la Charte, constitutionelle, de la Loi sur Vaboli- 
tion du Divorce, et terminée par une Table des 
Chapitres. Paris, 1816. 

In this edition the 648 articles of the Code de 
Commerce are numbered consecutively and cumula- 
tively throughout the four “Books.” Book I has the 
descriptive heading “Concerning Commerce in 
General.” Title II of this book bears the caption 
“Des Livres du Commerce,” which may be ren- 
dered “Concerning the Books of Commerce,” or, 
more freely, “Concerning Business Records.” The 
ten articles of this title are, in the numbering sys- 
tem used both for this Book and for the whole Code 
in the edition above described, those numbered 8 
to 17 inclusive. 

Because of better typography it is more con- 
venient to use the text of the Code de Commerce 
a8 it appeared first in the Bulletin des Lois under 


Public Rules for Private Accounting in France 95 


II of Book I of the Code de Commerce we 
find rules for the keeping and use of busi- 
ness records which strongly resemble those 
of the Ordinance of 1673. Of the ten arti- 
cles under the caption Des Livres du Com- 
merce four deal with bookkeeping rules, in- 
cluding the requirements of authentication 
of certain books; the remaining six articles 
are concerned with the use of the books in 
the event of litigation. 

The first four articles, rendered into 
English, read thus: 

8. Every business man (commergant) is re- 
quired to have a journal which presents day 
by day his accounts receivable and payable, 
the operations of his business, his transfers, 
acceptances and endorsements of commercial 
paper, and in general everything which he 
receives and pays, under whatever head it 
may be; and which makes known month by 
month the sums employed for the expense of 
his [domestic] establishment: all [of which 
is required] independently of the other books 
used in business, but which are not indispen- 
sable. 

He is required to file the letters which he 
receives, and to copy in a register those which 
he sends. 

9. He is required to make every year under 
private signature an inventory of his prop- 
erty, real and personal, and of his accounts 


a series of dates from Sept. 10 to Sept. 25, 1807. 
Bulletin des Lois, No. 164 (in that volume of the 
4th series of Bulletins covering the period August, 
1807-J une, 1808) Pp. 161-284. The text of the Code 
de Commerce is published as [Law] No. 2804; that 
of the imperial decree declaring the Code to be ef- 
fective Jan. 1, 1808 is published as [Law] No. 2805. 
Title II of Book I is found on pp. 168-164. The 
numbering of articles in this edition is consecutive 
and cumulative only within each Book. 

There are English translations of the Code de 
Commerce. Two which have been used by the pres- 
ent writer in seeking to secure an insight into the 
provisions of this body of law are: (1) Mayer, 
Sylvain. The French Code of Commerce, as revis 
to the end of 1886; and an Appendia containing 
later statutes in connection therewith. Rendered 
into English, with explanatory notes and copious 
index. London. Butterworth’s, 1887. (2) Goirand, 
Léopold. The French Code of Commerce and Most 
Usual Commercial Laws, with a theoretical and 
practical commentary, and a c endiwm of the 
judicial organisation and of the course of procedure 
before the tribunals of commerce, together with 
the text of the law: the most recent decisions of 
the courts, and a glossary of French judicial terms. 
London. Stevens and Sons, 1880. The text of the 
Code is found on pp. 561-700. 
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receivable and payable, and to copy it year 
by year in a special register devoted to this 
[use]. 

10. The journal and the book of inven- 
tories shall be initialed. 

The book of copies of letters shall not be 
subjected to this formality. 

All [of them] shall be kept by order of 
dates, without blank spaces, gaps, or runnings 
over into the margin. 

11. The books the keeping of which is or- 
dered by articles 8 and 9 above shall be 
numbered, initialed [or “flourished’”’] and au- 
thenticated (visés) either by one of the judges 
of the courts of commerce, or by the mayor or 
an assistant [of the mayor] in ordinary form 
and without cost. Business men shall be re- 
quired to preserve these books for ten years. 


Thus, in the Code of 1807, the journal 
continued to receive the first and principal 
emphasis. It must be complete in its record 
of business transactions; the entries must 
be made chronologically and with some 
formality; the book must be duly authen- 
ticated, and it must be preserved for a 
period of ten years. 

The former requirement of a biennial 
inventory of all assets and liabilities be- 
came, under the Code, an annual require- 
ment. The inventory, when taken, must be 
copied into a book, and the book must be 
preserved for ten years. This book of in- 
ventories must be authenticated. 

As hitherto, business letters received 
must be filed. Copies of outgoing letters 
must be copied in a register or letter-book, 
which need not be authenticated. The lan- 
guage of Article 11 would seem to require 
the preservation of the letter-book for a 
period of ten years; but that of Article 10, 
distinguishing between the journal and the 
book of inventories on the one hand and 
the letter-book on the other, casts some 
doubt upon the intention of the drafters of 
the Code in the matter of the preservation 
of correspondence. 

The provisions of these four articles and 
of the others in Title II were applicable 
to commergants (or in the contemporary 
spelling, commergans), and no use was 
made in this part of the Code of the words 
négociants (tradesmen), marchands (mer- 


chants), agents de change (dealers in ex- 
change), and agents de banque (bankers), 
as in the old Ordinance. In Title V of 
Book I, however, there are special pro- 
visions, not simply as to bookkeeping, ap- 
plicable to agents de change (translated 
by Mayer as “stockbrokers”), and cour- 
tiers (translated by Mayer as “brokers”), 
By reason of this segregation for special 
treatment in the Code, and by reason of 
the special rules laid down in the Code, it 
seems quite clear that the businesses of 
stockbrokers, mercantile brokers, insur- 
ance brokers, interpreting and ship brok- 
ers, and land and water carriage brokers 
were looked upon as in some way or ways 
peculiarly “affected with a public interest.” 
As to the rules for bookkeeping in such 
enterprises, they were in principle similar 
to those for commergants; in practice 
somewhat more minutely prescriptive of 
detail. Article 84 (in Section II of Title 
V) reads :* 


Stockbrokers and brokers are bound to keep 
a book in the manner described in Article 11. 
They are bound to enter in this book, every 
day, and in order of date, without erasures, 
interlineations, or transpositions, and with- 
out abbreviations or figures, all the conditions 
of the sales, purchases, insurances, negotia- 
tions, and in general of all business carried 
out by them. 


But who are, or were, the commergants 
to whom the requirements of Title II of 
Book I of the Code of 1807 were applic- 
able? “Those are commergans,” said the 
Code, who habitually perform “actes de 
commerce.””* Then in that part of the Code 
which deals with the jurisdiction of the 
courts or tribunals of commerce, actes dé 
commerce are itemized.** 


Every purchase of produce or goods, either 
raw or manufactured for resale, or simply to 
let out on hire; any manufacturing trade, 
business on commission, or carriage by | 


“ As translated by Mayer, op cit., p. 18. 

% Book 1, Title 1, Art. 1. 

* Book rv, Title 1, Arts. 18 and 19 (of the title) 
or 682 and 683 (in the cumulative numbering of 
the whole Code). The passages quoted in the text 
are from Mayer’s translation, op cit., pp. 175-176. 
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or water; any undertaking to supply goods; 

cies, business offices, establishments for 
sales by auction, and places of public amuse- 
ment; any exchange, banking or commission 
transaction; all transactions with or concern- 
ing public banks, all contracts between mer- 
chants and bankers; and transactions in rela- 
tion to bills of exchange or remittances of 
money from place to place between all per- 
sons. 

Any undertaking to build, and all pur- 
chases, sales, and resales of vessels for in- 
terior and exterior navigation, maritime trans- 
port of all kinds; any sale or purchase of rig- 
ging, apparel, or stores for vessels; the char- 
tering of vessels, and bottomry and respon- 
dentia bonds; all insurance and other con- 
tracts concerning maritime commerce; all 
agreements and arrangements for the pay of 
the crew; any engagement of seamen for the 
merchant service. 


However unsatisfactory these lists of 
actes de commerce may be for purposes 
other than the determination of questions 
of jurisdiction in law suits, it seems quite 
clear that the substitution of the word 
commercant for the four more specific 
terms of the Ordinance of 1678 was not in- 
tended to restrict more narrowly the ap- 
plication of the accounting requirements 
of the law. Rather, we may conclude, the 
field of application was intended to be en- 
larged; and the rules laid down for stock- 
brokers and brokers were intended to be 
superimposed upon, rather than substi- 
tuted for, the general rules for all com- 
mercants or “business men.” 


THE PROBLEM OF ENFORCEMENT 
Direct public control of accounting 
methods in private business enterprises 
seems so radical a policy that the question 
arises as to how and to what extent the 
bookkeeping rules of the Ordinance and of 
the Code were obeyed or enforced. One can- 
not read Savary’s Le Parfait Négociant 
without feeling that this principal author 
of the Ordinance of 1678 appreciated both 
the public and private advantages which 
might be derived from the use of system- 
atic bookkeeping methods by merchants 
and other business men, and the difficulty 
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which would probably be encountered in 
the public enforcement of such use. Savary 
lost no opportunity to urge upon business 
men and upon young men contemplating a 
business career the importance of good 
bookkeeping. In his formules of commandite 
partnership articles, of which there appear 
three in Le Parfait Négociant, he inserted 
as an article of agreement among or be- 
tween the partners a stipulation that there 
should be kept good and faithful books of 
account in accordance with the require- 
ments of the Ordinance.** Possibly it was his 
view that the accounting requirements set 
forth in the Ordinance were in advance of 
the times and of current business practice; 
that there was need of commercial educa- 
tion as well as of commercial legislation.”® 

The Ordinance of 1678 and the Code of 
1807 were weak in that they established no 
administrative machinery or procedure for 
the constructive enforcement of the pre- 
scribed accounting rules; which means that 
for the most part the exercise of public 
authority, if made effective at all, must 


™ For example, in model articles between de lu 
Mare, a silk manufacturer of Lyon, the Langlois 
Brothers, bankers of Lyon, and Fournier, a Paris 
merchant, it was set forth that: “The said de la 
Mare shall be bound to keep good and faithful 
books, as well journals for giving the silks to the 
dyers, . .. sales books and ledgers, as well as others 
which are considered to be necessary to be kept 
in the accustomed manner in the city of Lyon; 
which sales journal shall be initialed by messieurs 
the judges and conservators of the city of Lyon, 
according to the Ordinance.” Le Parfait Négoctant, 
p. 392. Fournier also, who was the sales representa- 
tive in Paris, was bound to keep proper accounts. 
Rules were set forth in the articles of agreement 
covering the taking of periodic inventories. For 
other articles in similar hypothetical agreements, 
see Le Parfait Négociant, pp. 401 and 405, The 
principal accounting discussions in Le Parfait 
Négociant are found in Part 1, Book rv, Chs. rv, v, 
Tx, and x. 

*'This notion seems to have been held by 
Bédarride, the commentator of the Napoleonic com- 
mercial code, nearly two hundred years later. “The 
keeping of business records is an art which is not 
giver: to everybody to understand and to practice. 
Book'xeeping by double entry . . . is very accurate 
and very exact, [it] requires special understanding, 
which one does not find among many honest trades- 
men.” Bédarride, J., Droit Commercial. Commen- 
taire du Code de Commerce. Titre I. Des Com- 
mercants, Titre II. Des Liores de Commerce, (Both 
titles are discussed in one volume.) Paris. 2nd ed., 
1879, p. 841. 
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take place after the fact of violation rather 
than as a means of preventing the viola- 
tion of the law. There were, at least “on 
paper,” penalties for non-observance of the 
law’s requirements; but they were not set 
forth in the title on bookkeeping. If a 
merchant became bankrupt, then there was 
brought in question the showing of the con- 
dition of his business and its history as 
represented on his bookkeeping records. 
According to the Ordinance, if it could be 
established that he had failed to keep books 
properly authenticated and as otherwise 
required by the articles of the Ordinance, 
he would be declared not merely a bank- 
rupt, but a fraudulent bankrupt and sub- 
ject to the penalty of death.” That this 
was, in the language of the commentator 
Bédarride, a case of fulfilling “too ener- 
getically” the obligation which the framers 
of the Ordinance apparently felt of “at- 
taching a penal sanction to the violation 
of the law” would hardly be denied by most 
modern students.*° If there were no other 
factors to consider, there would be this: 
that the very severity of the prescribed 
penalty would deter from law enforcement. 
Capital punishment for violation of book- 
keeping regulations is worse than an ab- 
surdity. It was a step in the right direc- 
tion when in the Napoleonic codes the se- 
verity of the law was somewhat diminished. 
In the Code de Commerce it was provided” 
that a business man who failed was to be 
adjudged a fraudulent bankrupt if he con- 
cealed his books; that he might be pros- 
ecuted as a fraudulent bankrupt, if he 
had not kept books or if his books did not 
show his correct asset and liability posi- 
tion.” There was no guilt of fraud at- 
tached to the non-observance of those pro- 
visions of the Code which required public 
authentication of record books. In the Code 
Pénal the rigor of the law was softened. 
Fraudulent bankrupts were declared to be 
punishable by a period of forced labor.” 


*” Ordinance of 1678, Title xi, arts. x1, xm. 
™ Bédarride, op. cit., p. 382. 


“ Book m1, Title 1v, ch. 1, art. 598, sub-section 7. 

Art. 594, 

* Code Pénal, Book m, Title nu, ch. sec. u, 
sub-section 1, art. 402. 


Since, then, no administrative machinery 
of enforcement was provided by the Ordj- 
nance or by the Code, and since the crim- 
inal penalties, at least those provided by 
the Ordinance, were not such as to give 
promise of efficacy, it is not surprising that, 
to employ the somewhat formal French 
expression, the law fell into desuetude, or 
in modern English figure of speech became 
a dead letter. There is some testimony, also, 
to the effect that a stamp tax placed upon 
books of account furnished an incentive 
to the evasion of the law’s requirements.” 

The commentator Jousse is authority for 
the statement that the formalities of au- 
thentication were hardly ever observed in 
practice in the era of the Ordinance; that 
there was official toleration of this non- 
observance of the law; that unauthenti- 
cated books otherwise in good order were 
allowed to be used in court as evidence by 
parties of good personal and business repu- 
tation.” 

In the face of this ignoring of the law 
the commission which drafted the Code of 
1807 insisted on renewing the old require- 
ments. They said :** 


The former laws prescribed imperiously 
the authentication of business records. It 


“An arrét du conseil of April 3, 1675, ordered 
the writing of the journal on stamped paper sub- 
ject to a penalty of 1000 livres and “nullity” of 
the journal. There is testimony to the effect that 
this requirement was honored more in the breach 
than in the observance. Bédarride, op. cit., p. 320, 
citing as authority Jousse (1704-1781) whose com- 
mentary on the Ordinance of 1673 appeared in 
1757. 

In the Revolutiona period, the law of 18 
brumaire of the year VII imposed a stamp tax on 
books of account and forbade the public authenti- 
cation of unstamped paper. Letter-books were ex- 
empted from this burden, but the other books were 
not, At the time of the revision of the commercial 
law an attempt was made, but unsuccessfully, to 
have the tax removed. Each year the enforcement 
of Articles 10 and 11 of the Code became more 
difficult. Tax receipts from this item fell to ridicu- 
lously small sums, and finally the tax was repealed 
by Article 4 of the Law of July 20, 1887. Bédarride, 
op. cit., p. 351. See also Lacour, Léon, and Bouteron, 
Jacques, Précis de Droit Commercial. Paris. 2nd 
ed., 1921, Vol. 1, p. 88. 

* Bédarride, op. cit., p. 347. Bédarride also 
quotes authority to the effect that the consuls at 
Paris accepted evidence in the form of unauthenti- 
cated books. 

* Tbid., p. 348. 
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should not be concluded from their failure of 
execution that this [authentication] was not 
necessary. The abuses which have been tol- 
erated do not justify the abuses; they add 
to the necessity of checking them. 

The cause which has, perhaps, rendered 
these abuses too common and the failure of 
execution of the former laws almost general 
js that, in prescribing these obligations, they 
did not impose any penalty upon those who 
have infringed them. We have felt how nec- 
essary this guarantee [of authenticity] is, and 
we have not only prescribed the inadmissi- 
bility of unauthenticated books, but we have 
declared to those who would neglect to con- 
form to the wish of the law that, in the event 
of failure, this violation would be a presump- 
tion of fraud which would authorize a crim- 
inal suit against them.”” 


The Council of State likewise looked up- 
on the formalities of authentication as “in- 
dispensable for putting to an end the dis- 
orders which have been introduced into 
trade.”** In the face of a record of in- 
effectiveness of the prescribed formalities 
the government persisted in the continua- 
tion of the policy of requiring them. It was 
the testimony of Bédarride in the latter 
part of the nineteenth century that proper- 
ly authenticated books were exceptional.” 


THE USE OF PRIVATE ACCOUNTING RECORDS 
IN LITIGATION 


Articles [IX and X of Title III of the 
Ordinance of 1673 dealt with the status 
and use in court of the accounting records 
of tradesmen, merchants, dealers in ex- 
change, and bankers. Perhaps the pro- 
visions of these articles may properly be 
looked upon as an indirect means for the 
enforcement of the law; for the interests of 
litigating parties might be affected by the 
recognition or non-recognition of the show- 
ing of their accounting records. Success or 
failure of a party to a law suit might hinge 
upon the right of presenting his bookkeep- 
ing record in evidence, or of demanding of 


"It is difficult to understand the basis for the 
statement that no penalty had been prescribed for 
Violation of the Ordinance. 

* Bédarride, op. cit., p. 350. 

*Ibid., pp. 850-351. See also Lacour and Boute- 
Ton, op. cit., Vol. 1, p. 88. 


his opponent the production of his books, 
or upon the right of the court to insist up- 
on the production of books by either party 
or by both parties. Whether or not the in- 
sertion of these two articles was motivated 
by the desire to facilitate the enforcement 
of the bookkeeping rules of the Ordinance 
we do not know. Nevertheless, it is quite 
clear that there would arise, sooner or lat- 
er, such questions as have been presented 
above. It is by no means surprising that the 
framers of the Ordinance made an attempt 
to deal with them. 


To repeat, these articles of the old Or- 
dinance read: 


IX. The presentation (représentation) or 
production (Communication) of journals, 
registers and inventories cannot be required 
or ordered in [a court of] justice, except [in 
cases involving] succession, communauté, and 
dissolution of a partnership (société) in case 
of failure. 

X. In case, nevertheless, that a tradesman 
or merchant wishes to serve himself by means 
of his journals and registers, or that the 
[other] party should offer to give credence 
to them, their presentation (représentation) 
may be ordered to extract from them that 
which concerns the point in dispute. 


To be compared or contrasted with these 
are Articles 12-17 inclusive of the Code of 
1807. 


12. Business records, regularly kept, can 
be admitted by the judge to offer proof be- 
tween business men in business matters. 

13. Books which persons engaging in busi- 
ness are required to keep, and for which they 
shall not have observed the formalities above 
prescribed, may not be presented (représen- 
tés) and may not offer proof in [a court of] 
justice to the advantage of those who shall 
have kept them; without prejudice in respect 
of that which shall be ordered in the book 
[i.e., of the Code] “Concerning Failures and 
Bankruptcies.” 

14, The production (communication) of 
books and inventories in [a court of] justice 
cannot be ordered except in cases of succes- 
sion, communauté, dissolution of a [business] 
company (société), and in case of failure. 

15. In the course of a dispute the presenta- 
tion (représentation) of the books can be or- 
dered by the judge by virtue of his office for 
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the purpose of extracting from them that 
which concerns the point at issue. 

16. In the event that the books whose pres- 
entation (représentation) is offered, re- 
quested or ordered should be in places remote 
from the court having jurisdiction over the 
case, the judges can address an order of in- 
quiry to the court of commerce of the place, 
or can delegate a justice of the peace to ac- 
quaint himself with the matter, prepare a 
report of the content [i.e., of the record], and 
transmit it to the court having jurisdiction 
over the case. 

17. If the party to whose books it is pro- 
posed to give credence refuses to present 
(représenter) them, the judge can accept the 
sworn statement of the other party. 


The language of both the Ordinance and 
the Code makes it quite clear that French 
law has hesitated to allow a party in litiga- 
tion to require his opponent to produce his 
private business records. The statements of 
Article IX of Title III of the Ordinance 
and of Article 14 of the Code are negative 
statements. “This thing cannot be done, 
except . . . etc.” The reason is not far to 
seek. It is found in the principle of priv- 
acy and in the practical danger that 
private records produced in court may in- 
advertently or otherwise be examined by 
the requiring party for business secrets 
not related to the point immediately at is- 
sue. The sanctity of business secrets was 
recognized and to some extent protected.*° 
The exceptions to these prohibitory pro- 
visions of both the Ordinance and the Code 
are substantially the same: cases involving 
succession, communauté (or property held 
in common by parties to the marriage con- 
tract), dissolution of a partnership or 
other business company, and business 
failure.” In all of these exceptional cases 
the relations between the parties concerned 
are so close and are so clearly dependent 


On this point see Bédarride, op. cit., pp. 415- 
1 


“The forms of société commerciale recognized 
in the Ordinance were partnerships; in the Code, 
both partnerships and corporations (sociétés ano- 
nymes). The term “business company” would per- 
haps be a good rendering of the word société as used 
in the accounting provisions of both the Ordinance 
and the Code. 
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upon business records for fair and succes, 
ful determination as to warrant less rm 
spect for the principle or privilege of 
privacy. 

In one matter at least Article IX of 
Title III of the Ordinance and Article 14 
of the Code are different. In the former 
both the représentation and the communi- 
cation of business records are declared not 
to be subject to the demand or request of 
an opposing party; in the latter we find 
only the word communication. The differ. 
ence of wording is an important one. 


That which distinguishes the communication 
of books from their représentation is that, in 
the first case, the business man divests him 
self of his books in favor of the interested 
parties, [who are] free after that to examine 
them and look them over in all their parts, 
In the second case, on the contrary, the busi- 
ness man is authorized not to divest himself 
of them, not to let them out of his sight; he 
is not bound to present (représenter) them 
except [in the sense that] in his presence and 
with his concurrence there may be extracted 
that which concerns the point in dispute.” 


Thus, except in the specific cases noted, 
the Ordinance dealt very strictly with lit- 
gants who attempted to compel the pro 
duction of the bookkeeping records of their 
opponents. This strictness was such as to 
deny the right to compel either commumnica- 
tion or représentation. 

In the Code, on the other hand, Article 
14 denied to each party to a dispute only 
the right to compel communication of his 
opponent’s book. Représentation was dealt 
with in Articles 15, 16 and 17. In Article 
15 we find one of the most significant pro 
visions of the new law, that which gave 
to a judge the right méme d’office (official- 
ly, ea-officio, by virtue of his office) to 
order the représentation of the books of 
either or both of the parties.** In the most 


= Bédarride, op. cit., pp. 483-484. 

® Goirand’s rendering of Article 15 is very free, 
the freedom of translation apparently being 
signed to emphasize the point of distinction between 
communication and représentation. “In the cours 
of an action the production of one or more entries 
upon a particular point may be ordered by the 
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Public Rules for Private Accounting in France 


obvious sense this provision was an inno- 
yation. In another sense it was not an in- 
novation, for it merely gave expression in 
the form of a written code to a practice 
which had already been approved by the 
highest court in France, the Cour de Cas- 
sation.** 

Under the Ordinance, then, either party 
to an action might wish his opponent’s 
books produced in court or an extract 
made from them to serve as evidence. He 
could not demand either of these proce- 
dures. Under the Code, on the other hand, 
the judge might, even if both parties were 
unwilling, order the représentation, but not 


extracts may be taken of such entries as relate to 
the question in dispute.” Goirand, op. cit., p. 568. 

At another place (pp. 54-55) the same writer 
says that when there is représentation the owner 
of the books produces them in a certain place 
“where no person has access to them but the Court.” 
On the other hand, “communication is the handing 
over of the books with liberty to examine all parts 
thereof.” 

“The leading case appears to be that involving 
a bankrupt, Lerat, and his creditors, among the 
latter two brothers named Manuel, who were in 
partnership. When Lerat filed his schedule in 
bankruptcy he showed a liability to the Manuel 
brothers amounting to some 7000 livres. The Manuel 
brothers, on the other hand, put in a claim for a 
sum very much larger than this, offering to verify 
the claim, if necessary, by their book record. The 
other creditors of Lerat, impressed by the discrep- 
ancy between the acknowledged liability and the 
asserted claim, asked the Manuel brothers to make 
a représentation of their books. The latter declined, 
said that they had never kept books showing deal- 
ings with Lerat, and offered rather to substantiate 
their claims on Lerat by a written acknowledgment 
of Lerat for a sum smaller than the amount of their 
first claim but larger than the amount of liability 
admitted by Lerat. 

This did not satisfy the other creditors of Lerat, 
and they pressed proceedings for the représenta- 
tion of the Manuel Gootneat books. This représenta- 
tion was ordered by the Court of Commerce of 
Dijon, from which appeals were taken to the Court 
of Appeal at Dijon, and ultimately to the Court 
of Cassation. The last named body handed down a 
decision on 12 floreal of the year XII, in which the 
right of the lower court to demand the représenta- 
per of the books of the Manuel brothers was up- 


_ Note that the books whose représentation was 
involved were not those of the bankrupt Lerat, but 
those of a creditor concern. The Court of Cassation, 
in formulating its decision, relied to some extent 
upon a “déclaration” of Sept. 13, 1789 which re- 
quired creditors of a bankrupt to submit docu- 
mentary proof of the validity of their claims. 

This case is discussed rather fully by Bédarride, 
Op. eit., pp. 456-463. 
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the communication, of the books of either 
party or of both parties. 

Article 16 of the Code covers a practical 
matter of procedure in the représentation 
of books of account. Its purpose is ob- 
vision of the Code found its precedent in 
of books which are remote from the court 
having jurisdiction in a particular case. 
The practical advantage of a procedure 
of inspection of such books by a deputy 
and report by him in writing requires no 
discussion. That which is of particular in- 
terest is the history of the device. The pro- 
vision of the Code found its precedent in 
the terms of an old ordinance of February 
18, 1578, applicable to the fairs at Lyon. 


Merchants may not be divested of their 
books and papers of account, nor bound to 
exhibit them and present (représenter) them 
in [a court of] justice, nor carry them out- 
side their establishments for an extract to 
be made from them; and the extracts, and 
the comparison [i.e., of records], if there is 
need of such, shall not be made except from 
the parts in which the said books shall make 
mention of the things which are found to be 
in litigation and in controversy, and in their 
said establishments.* 


Bédarride says of this old ordinance that, 
while it applied originally to the fairs at 
Lyon, its rules became generally applied 
after the promulgation of the Ordinance of 
1678, so that they became “the common 
law of all France.” 

Article X of Title III of the Ordinance 
of 1678 contained a provision somewhat 
peculiar in its wording and significance. 
The case referred to is that of two con- 
tending traders of whom the one is willing 
to submit his books, or rather the repré- 
sentation of his books, to the court, while 
the other offers to give credence to what 
this représentation reveals concerning the 
point at issue. Under such circumstances, 
said the article of the Ordinance, the rep- 
résentation can be “ordered” to extract 
that which concerns the matter in dispute. 

* Bédarride, op. cit., pp. 489-490. Regarding this 
point see also Brésard, Marc, Les Foires és kan 


aux XVe et XVIe Siécles. Paris, 1914. Pp. 107-109. 
* Bédarride, op. cit., p. 490. 
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From the wording of this article, its. sig- 
nificance would not at first thought seem 
to be very great; but simply that litigants 
might by agreement and voluntarily use 
their books of account as evidence. There 
may have been an added meaning, less 
clearly apparent but more important. 
Bédarride states that the rules of the 
Ordinance were modified by those of the 
Code by “the suppression of the condition 
imposed on the [second or opposing] 
party, namely the offer to give credence to 
[the showing of] the books whose repré- 
sentation he asks.”*’ That is to say: if X 
and Y are in litigation, and X willingly 
makes a représentation of his books at Y’s 
request, then (under the old Ordinance) Y 
is bound without further question to ac- 
cept as conclusive the showing on X’s rec- 
ords. This, thought Bédarride, was an un- 
fortunate stipulation, and we may well 
agree with him. For the représentation of 
the bookkeeping entries, while important, 
may in a particular instance be less con- 
clusive than evidence of some other sort or 
from some other source.*® 

Article 12 of the Code seems to be in 
effect a substitute for Article X of Title 
III of the Ordinance. If there was in the 
Ordinance a rule of acceptance of the book- 
keeping evidence offered, it is clear that it 
formed no part of the provisions of the 
Code. 

Article 18 purported to restrict the ap- 
plication of Article 12 to those books which 
have been properly authenticated. We have 

* Ibid., p. 458. 


* Ibid., pp. 458-454. See also Goirand, op. cit., 
pp. 53-54. 


already noted that the rules of authenti- 
cation fell into desuetude. 

The final article (17) of Title II of 
Book I of the Code contrasts strongly with 
Article X of Title III of the old Ordinance, 
Here the point of view is shifted. X and 
Y, let us say, are in litigation. The former 
offers to give credence to Y’s bookkeeping 
record, but Y refuses its représentation, 
The judge can accept the sworn statement 
of X as to the fact in dispute. The reason- 
ableness of such a rule is so obvious as not 
to require critical comment. There is some 
interest, however, attaching to the fact 
that, even before the Ordinance was super- 
seded by the Code, the rule expressed in 
Article 17 was accepted by legal authorities 
as well founded. Bornier, commenting on 
Article X of Title III of the Ordinance, 
said that if one of whom payment of an 
alleged debt is demanded should ask the 
person making the demand to make rep- 
résentaiion of his books; and if the latter 
should refuse the représentation, then “the 
judge should accept the oath of the de 
fendant.”**® Jousse also used language al- 
most identical with that of Article 17 of 
the Code: “If the party to whose books it 
is proposed to give credence refuses to 
present (représenter) them, the judge 
should then accept the sworn statement of 
the other party.”*° The Code said simply: 
“The judge can accept the sworn state 
ment of the other party.” 


* Quoted by Bédarride, op. cit., p. 497. Philippe 
Bornier, jurisconsult, (1634-1711) wrote (inter 
alia) “Conférence des Nouvelles Ordonnances de 
Louis XIV avec celles de ses Prédécesseurs.” Paris, 
1678. 

Ibid. 
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LEGAL AND ECONOMIC CONCEPTS OF THE 


BALANCE SHEET IN GERMANY 


W. WEIGMANN 


start from the same basis, differ in 

their interpretation of the balance 
sheet, because economic and legal points of 
view diverge widely. In the present article 
the attempt will be made to compare the 
two concepts in the hope of showing the 
superiority of the economic view. For the 
most part, the discussion will deal with the 
general problem of valuation; questions 
arising in taxation will be omitted. 

Consider the legal concept first. In the 
juristic literature the balance sheet is not 
necessarily connected with bookkeeping. It 
is a statement which sets assets and lia- 
bilities in contrast for the purpose either 
of ascertaining the proprietory investment 
(Vermégenslage) in the enterprise or of 
calculating the distributable profit. The 
primary view however is the former. This 
so-called “static” concept of the balance 
sheet comes nearest that expressed in Arti- 
cle 88 of the German Commercial Code. 

Obviously the principal problem of such 
a balance sheet is one of valuation of the 
items which compose the statement. What 
then is balance-sheet valuation? The an- 
swer is: The establishment of balance-sheet 
figures for some specific purpose, by ob- 
serving definite principles of valuation. Dif- 
ferent balance sheets are set up according 
to the different purposes in view; hence we 
cannot speak of “general-purpose” balance 
sheets (Bilanz-Monismus).' To select only 


Joe and economists, although they 


| afew examples: A liquidation balance-sheet 


requires different valuations than a bal- 
ance sheet for credit purposes; a balance 
sheet at the end of a fiscal period is dif- 
ferent from an opening balance sheet. If 
one wishes to serve several purposes with 
one balance sheet, adjustments are gen- 
erally necessary. 


*Leitner, pp. 70-71. See bibliography at the end 
of the article. 


In contrast to other authors, Leitner 
distinguishes between safe and dangerous 
valuation principles. According to him the 
safest valuation bases are the original 
(cost) values of purchases and production, 
and the face value of liabilities. He who 
leaves this footing, treads on shifting 
sands. 

In regard to the year-end balance sheet, 
Staub said, in the first edition of his Com- 
mentary on the Commercial Code, “The 
value concept which the law means is the 
objective value which the items of property 
have for the enterprise during its existence. 
One may call this the going-concern value 
of the separate items of property.” 

The legal basis for the German rules of 
valuation for balance sheet purposes is set 
forth in certain sections (especially No. 
89) of the Commercial Code. It requires 
that every merchant must accurately re- 
cord at the beginning of his career the 
amount of his real estate, his debts re- 
ceivable and payable, his cash, and all 
other items of his property. Furthermore, 
he is required to draw up an inventory of 
his property and a balance sheet shortly 
after the close of each business year. 

Space does not permit the presentation 
of complete legal particulars. The legal 
point of view however will be sufficiently re- 
flected in the writings of certain authors 
who take the juristic side. 

From the beginning of the use of the 
Commercial Code the principle of “dis- 
posal values” ruled almost universally as 
the basis of valuation; this included sales 
value, liquidation value, and exchange 
value. This was the general legal view held 
by the German courts. But not without op- 
position. Scheffler was one of the first writ- 
ers to deviate consciously and definitely 
from this view. 

According to Scheffler’s theory two main 
categories are to be distinguishable: 
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1. Fived Assets: their valuation is of 

continued interest only to the owners. 

2. Salable Assets: their value is of in- 

terest to others besides the owners. 
Scheffler’s point is that a different value 
concept should prevail for items in these 
two categories. For fixed assets the orig- 
inal cost is preferable; for salable assets 
selling value is to be used. 

Another writer to attack the juristic 
theory that selling value alone should be 
used in the balance sheet was Simon, whose 
principal thesis was that the law did not 
directly mention disposal (selling) values; 
and that, from the very nature of the case, 
such values are not expressed in the bal- 
ance sheet. In his opinion the determining 
factors for items to be permanently em- 
ployed in the business or for sale are wse- 
value in the one case and trade-value in the 
other. No place in Simon’s works is there 
a definition of use-value. But from some of 
his statements (Simons, p. 294) it may be 
inferred that he means the fitness of an ob- 
ject to satisfy wants through “possession” 
or “utility-giving.” 

The reason for the lack of such defini- 
tion in Simon’s writings lies in the fact 
that it is wholly impossible to express in 
figures the “use-value” of individual assets 
and it is therefore quite impossible to re- 
flect such values in a balance sheet. Cor- 
rect valuation, according to Simon’s views, 
demands a consideration of the whole com- 
plex totality of goods. In his later remarks 
Simon drops the concept “use-value” in 
order to deal with the concept “going- 
value” (Betriebswert), but avoids calling 
them synonymous. In this final formulation 
he holds the value of individual objects to 
be best expressed by their acquisition price 
(Erwerbspreis). 

From this brief discussion of Simon’s 
views it appears that (theoretically) he re- 
gards use-value as the value measure for 
consumption goods, but (practically) he 
accepts original cost (after allowing for 
subsequent decreases in value) as the prop- 
er basis of valuation. This view then is, in 
effect, in agreement with Scheffler’s posi- 
tion. 
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We turn now to the chief characteristics 
of the economic concepts of the balance 
sheet. The special service of Prof. Dr, 
Eugen Schmalenbach of Cologne Univer 
sity in this connection must be acknowl- 
edged, for it was his article in 1920* which 
had the result of bringing even those who 
opposed his particular view to adopt some 
comprehensive theory of their own or to 
advance new ideas. 

These theories of the balance sheet may 
be classified as dynamic, static, or organic, 

( Each is to be briefly discussed in turn. 

One can characterize the “dynamic” 
view as a refinement of customary balance 
sheet practice. It sees the ascertainment of 
the (available) profit as the chief purpose 
of the balance sheet, and the contrasting of 
the continuous flow of the enterprise’s in- 
come and expense, as the purpose of book- 
keeping. 

One of the chief needs of business man- 
agement is a knowledge of its own efficacy. 
This can be obtained only by comparing 
the results of present and past periods. 
For this reason the constant comparable- 
ness (homogeneity) of balance-sheet data 
becomes important, and so Schmalenbach 
is led to develop principles which would aid 
in determining periodical profits as exactly 
as possible. 

But a difficulty arises from the fact that 
business is concerned with transactions 
whose ultimate consequences cannot be per- 
ceived at the moment. Yet day-by-day man- 
agement cannot await ultimate results; 
many present problems have to do with 
current withdrawals of profits. Therefore 
attention must be given to short-term 
estimates of profits. This is the basis of 
the dynamic view of business and of the 
purpose of the balance sheet. Schmalen- 
bach takes the ground that it is funda- 
mentally incorrect to try to use a “profit- 
balance sheet” (Erfolgsbilanz) as a “prop- 
erty-balance sheet” (Vermégensbilanz). 

In closing this section it may be pointed 
out that in essence the dynamic concept of 


?“Grundlagen dynamischer Bilanzlehre,” Zeit- 
schrift fiir Handelswissenschaftliche Forschung. 
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Concepts of the Balance Sheet in Germany 


the balance sheet considers the items on 
the statement as “transitory and anticipa- 
tive” (deferred) in nature. According to 
this view, both property and debts are re- 
garded as expenses and services which are 
already, or are still to be, accounted for 
(as income-producing factors). 

We turn now to the “static” concept of 
the balance sheet. This view is based upon 
the so-called “natural content” of the bal- 
ance sheet which considers that the object 
of this statement is the presentation of the 
properties employed (vorhandene Ver- 
mégen) in an enterprise at a given moment 
of time and the active capital rights there- 
in (arbeitende Kapital). 

The starting point of the static concept 
is the economic function, and the composi- 
tion and ranking, of property and capital. 
The vitality of the very enterprise itself 
depends upon the size and composition of 
the assets and the kinds of sources from 
which they were obtained. 

The balance sheet is essentially a scheme 
for classifying property and capital, and 
is not vitally concerned that different 
amounts of property came in to the busi- 
ness at different dates. Therefore those 
who hold to these views are faced with no 
problems of valuation. Knowledge of cur- 
rent values for assets and capital is not 
absolutely essential to management. Al- 
though for certain purposes current values 
may be needed, it is more important to have 
a proper classification of the items of 
property and capital and to preserve the 
comparability of successive statements. 

The whole attitude of those who hold 
the static concept is that all items of prop- 
erty, and of course the depreciation theory, 
be expressed in terms of original cost 
(anschaffungswert ). 

In the “organic” theory of the balance 
sheet, however, original costs are of no 
consequence, for here only current values 
are considered of decisive importance. The 
reason for the emphasis on current values 
is that the very existence of an enterprise 
depends upon its keeping in close contact 
with the market, and that the value of the 
assets depend upon market conditions. 
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Hence the increased attention given to 
market prices, that is, to current replace- 
ment prices, and hence also the concern for 
maintenance of capital substance (Wirt- 
schaftskraft). The decisive factor here is 
not the original capital invested, but the 
productive capacity of an enterprise aris- 
ing out of its capital assets. For example, 
an enterprise must always keep its assort- 
ment of goods complete. Lower selling 
prices following upon falling purchase 
prices do not alter the principal 

The organic theory also considers the 
traditional methods of calculating profit 
and loss as incomplete. As a consequence 
of this theory of balance-sheet values, the 
separate determination of cyclical profits 
or losses is a part of the problem of profit 
determination. 

In conclusion it may be said that the 
dynamic balance sheet must be supreme for 
the use of the manager because his de- 
cisions are dictated by his struggle for 
profit. The clear and concise ideas of writ- 
ers who take the management point of view 
of accounting point out the proper course 
to follow. Legal requirements are obviously 
to be satisfactorily met, but the manager’s 
valuation problems can be best solved by 
the application of economic principals. 
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EARNINGS STATEMENTS IN PERIODS OF 
PROSPERITY AND DEPRESSION 


JoHN J. REIGHARD 


very turn of the business cycle fur- 
nishes a renewed stimulus to eco- 
nomic thinking and analysis. The 
unusual changes that record themselves in 
the statistics of industrial and financial ac- 
tivity over such a period not only call for 
inquiry into the fundamental causes which 
brought them about but they demand an 
interpretation of their own significance and 
meaning. That property values have risen 
only to fall again is an admitted fact and 
record, but the very process of making the 
record may have had an influence in estab- 
lishing the very trends which have been 
recorded as facts. 

Accounting statements are one of the 
chief sources of data which mold the fi- 
nancial activity over the various phases of 
the business cycle. They are the basis on 
which capital funds are (or should be) 
invested and earnings distributed. Thus 
they contribute directly to those influences 
which bring about business inflation, and, 
in turn, they measure the extent of the 
aftermath of recession, possibly viewing it 
through the dark-colored spectacles of 
pessimism. This paper is an attempt to in- 
dicate some considerations with which ac- 
counting is concerned in its relation to the 
business cycle. The paper has been sug- 
gested by the types of financing which have 
taken place in the recent period of pros- 
perity, by the several questions raised in 
accounting theory by the fact or myth of 
appreciation, and particularly by the sug- 
gestion of Prof. Fritz Schmidt that there 
is a fundamental error in bookkeeping 
which tends to augment directly those in- 
fluences that contribute to the optimism of 
business expansion and the pessimism of 
depression. 

The discussion will be limited to a con- 
sideration of accounting for income over 
the period of the business cycle. References 
to the various definitions of income as it is 


known in economic theory, and their dis- 
tinction from the accounting definition will 
be omitted. There are, however, two funda- 
mental and obvious characteristics of ac- 
counting for income which should be men- 
tioned here. The first is based on the “dis- 
counting” procedure found in accounting 
practice as a result of the method of valua- 
tion followed. “Discounting” may be said 
to be the allocation of values which are to 
be realized in money to fiscal periods so 
that the periodical accounting may reflect 
either (a) a common basis for comparing 
the periods, one with another, or (b) a re- 
lation between the income of the period and 
the investment during the period, or pos- 
sibly the utilization of investment for the 
period. Illustrations of the discounting 
method are many. The precise mathe- 
matical applications involved in amortizing 
discount and premium on bonds are 
familiar. The computation of annual de- 
preciation and depletions charges is an- 
other. The setting up of reserves to charge 
a particular period with losses probably 
to be incurred as a result of operations 
during the period is a third. The basis for 
the distinction between charges to opera- 
tions and charges to surplus rest princi- 
pally on the idea that income for a given 
period must not be distorted because of 
previous or future operations. 

A second point to which attention may 
be called arises out of the very nature of 
the science of accounting itself. If there is 
any one principle that underlies accounting 
and differentiates it from a specialized sta- 
tistical procedure or a mere system of rec- 
ord keeping it is the constant necessity for 
distinguishing between capital and income. 
And this distinction must be made in mone- 
tary terms. Pecuniary values are the only 
common denominator which the accountant 
can use to report the results of operations 
for a period. He cannot deal in terms of 
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purchasing power, or list heterogeneous 
facts in statistical abstractions of index 
numbers or ton-miles or kilowatt hours. 
Statistical devices and objective descrip- 
tions he makes use of, to be sure, but the 
management and the investor must ul- 
timately be advised as to results of opera- 
tion in terms of dollars. This obvious fact 
is emphasized here because on it rest the 
following principles of accounting proce- 
dures: (a) the anticipation of no unreal- 
ized gains and the provision for all possi- 
ble losses; and (b) that changes in the 
price level are reflected in the accounts 
only through transactions entered into, or 
in the valuation of current items such as 
inventory. 

These two characteristics of accounting 
procedure, the “discounting” principle, 
and the use of monetary terms, concern 
us here because we are asking the question 
of whether the measure of income in periods 
of rising prices when incomes are usually 
increasing in amount are comparable to 
those of periods of falling prices. We do 
not mean comparable in terms of purchas- 
ing power or value of the dollar; we mean, 
rather, comparable in respect to monetary 
amount, because in measuring the change 
we have used dollar values and also applied 
the “discounting” principle. In order to 
make the two periods comparable, we must 
inquire into the net effect of the applica- 
tion of these two procedures in accounting. 
Does practice tend to overstate income 
during one phase of the business cycle and 
to understate it during the other phrase? 
Does accounting procedure contribute in- 
directly to the notorious action of invest- 
ors and financiers by coloring their 
psychological outlook during periods of 
optimism and pessimism, which prevail 
during the phases of cyclical trend in busi- 
ness? 

Professor Schmidt has already indicated 
that business men are led to underestimate 
the cost of replacing goods during rising 
prices; they are thus optimistic, and con- 
trariwise they overestimate the cost of re- 
placing goods during periods of falling 
prices and are thus pessimistic, whereas, if 
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the reverse were true the over-expansion 
and undue recession of business would be of 
much less intensity. 

How is the relevancy of accounting logic 
to the practice as it is found in business to 
be determined? Montgomery’s well-known 
adage that “what is good business practice 
is good accounting practice” will give no 
answer to the question posed. The logic of 
economic analysis or accounting theory can 
be used to justify good business practice, 
An example will serve to illustrate the 
point. 

There are two schools of thought on the 
theory of inventory valuation. The con 
servative or conventional group have the 
authority of precedent and practice behind 
the doctrine that inventories should be 
valued at the lower of cost or market for 
each item. The method anticipates losses 
but eliminates unrealized gains. It may also 
be supported by the logic of analysis, 
similar to that of the economists who argue 
that market price tends to be slightly be 
low that of the marginal producer. Pro- 
duction at the margin comes from two 
types of producers, those who are in the 
process of becoming sub-marginal because 
they are producing above cost of produt- 
tion, and those who cannot estimate with 
accuracy all costs of production so that 
they are at times selling below their mar- 
ginal costs. An analogous argument may 
be built in support of the. cost or market 
method of valuing inventories. If we as- 
sume fluctuating prices, which is necessary 
if inventories are to contain items higher 
and lower than market, there will be com- 
petitors some of whom are in a favorable 
position with respect to costs on some ma- 
terials and others in an unfavorable posi- 
tion. Market prices for the current output 
of these competitors will tend then to be 
lower than replacement cost based on cur- 
rent market prices due to the offerings be- 
low that figure of the favorably situated 
competitors. This argument has seemed 
logical and sound; unfortunately we do not 
have the results of research to know 
whether it is valid in the realm of actual 
business. It is unnecessary to repeat the 
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equally valid practice and argument of 
those who advocate market values as the 
sole basis for income determination. The 
truth, I believe, rests in the fact that be- 
fore we can determine which accounting 
procedure to follow, it will always be neces- 
sary to know what purpose or objective is 
in mind—what income is to be determined. 

Another illustration of the same point is 
to be found in the rapid advance that has 
been made in the field of cost accounting. 
Were accountants unaware of the con- 
tribution this branch of accounting is mak- 
ing to the art of management through 
standard cost finding, accounting for cost 
variance, budgeting, distribution costing, 
and other cost procedures, they would still 
be accumulating historical ex post facto 
costs. Probably a system of stabilization of 
industry will ultimately rely to a great ex- 
tent on cost accounting. Such a system of 
economic planning will rest largely on the 
determination of economic factors requir- 
ing control for stabilization purposes. Ac- 
counting procedure will have to conform to 
the dictates of economic research. It is not 
sufficient to discover what is done in busi- 
ness ; what business planning requires ir. ac- 
counting procedure must also be known. 
Similarly, net income or profit can no long- 
er be the residual sum expressed in dollars ; 
it will have to disclose those factors re- 
sponsible for it. Income will have to be 
subject to analysis, showing, first, how 
much of gross profit has resulted from 
change in selling price relative to cost 
prices ; second, how much was gained or lost 
due to the lag in this change; third, the 
profit or loss on the inventory ; and finally, 
what the effect of a change in volume has 
been on gross profit. All of these questions 
could be answered by an accounting for 
gross profit modelled on the lines of stand- 
ard or normal cost accounting. 

Price changes over the period of the 
cycle also find themselves reflected in the 
accounting for fixed property. Accounting 
literature is filled with more contributions 
on this subject than any other single 
aspect of accounting procedure. It is im- 
possible to review the ideas here, except to 
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point out two aspects of the problem. De- 
preciation is a “discounting” procedure, re- 
gardless of the theory of the underlying 
method employed in arriving at its amount ; 
one period is supposed to be comparable 
with another either on the basis of time, 
use, or property employed. The charge has 
no relation to recovery of investment out 
of the excess of gross profit over the out- 
of-pocket costs. It is considered entirely as 
a function of cost, a fixed charge, rather 
than a function of available funds or in- 
come. To the extent that the “discount- 
ing” principle is violated, or the amount of 
the charge concealed or ignored, income is 
subject to manipulation by accounting pro- 
cedure. 

The other phase of the problem of ac- 
counting for fixed property that is per- 
tinent to the present discussion involves 
appreciation. Cases where appraisals on 
the basis of reproduction in terms of cur- 
rent prices are entered on the books as the 
result of merger, consolidation financing, 
or whim are of common knowledge. Before 
net income can express the amount available 
for dividends, interest, taxes, and earned 
surplus, it is necessary to consider the basis 
of the financing and the tax statutes be- 
fore determining the extent to which ap- 
preciation is to be reflected in the deprecia- 
tion charge. This means that net income 
must reflect the financing methods of the 
period of business expansion. But how 
about the period of recession and declining 
prices? This question is left unanswered 
except to point out that appreciation real- 
ized through depreciation charges, which 
are in turn set up on the discounting prin- 
ciple in accounting procedure, violates the 
rule of anticipating no unrealized gains, 
provided we assume, as seems justified, that 
prices may turn, and that appreciation 
may not be realized any more than inven- 
tory values. It seems to the writer that it 
is going to be necessary to charge the rec- 
ords during periods of prosperity for the 
costs that will ultimately be suffered when 
prices decline. 

Another phase of cycle economics which 
should be mentioned is that of fixed fi- 
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nancial costs. Characteristic of the pros- 
perity part of the cycle, when financial 
markets are strong, is the practice of refi- 
nancing with its attendant writing off of 
unamortized discounts on refunded or re- 
tired securities. Sloan, in his Corporation 
Profits, has pointed out that when interest 
rates are low, the aggregate costs to cor- 
porations for borrowed money increase. No 
study of this tendency has been attempted 
here, but it is worthy of investigation. 

With this summary of accounting in re- 
lation to cycular trends we may turn to 
the series of tables that are presented to 
develop certain features of accounting 
theory and trends of practice. 
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Table I is a hypothetical case illustrat. 
ing the gross profit resulting from the same 
quantitative data but under different price 
conditions. The first gross profit column 
represents the profit under stable price con- 
ditions under which there would be no in- 
ventory valuation problem. The remaining 
gross profit columns represent the result 
for the same data under conditions of a 
period of rising prices followed by a period 
of falling prices. It is to be noted that 
where inventories are valued at market the 
profits aggregate the same as under stable 
conditions. The price indices have been ad- 
justed to make this so. But where inven- 
tories are valued at cost or at the lower 


Taste I 
TueoreticaAL Gross Prorit Resuutine From CoMPuTATION oF Cost oF Goops on Various INVENTORY 
ee VALUATIONS OVER A PERIOD OF STABLE AND CHANGING PRICES 
Basic Data. 
Opening Inventory........... 20,000 units Stable Prices: 
60 ,000 units Selling, $1.00 per unit 
80,000 units Cost. ..$ .60 per unit 
Closing Inventory............ 20,000 units Variable Prices: based on index 
60,000 units number from 80 to 120 


Stable Prices Rising and Declining Prices 


Inven. Value Gross Profit on various Inventory Values 
Period Price Price 
aie Index |M and C or M} Index Market Cost C. or M Base Stock 
Gross Profit (a) (b) (c) Retail (d) 
1 100 $ 40,000 80 $ 32,000 $ 32,000 $ 32,000 $ 32,000 $ 32,000 
2 100 40 ,000 90 36,000 36,000 36,000 36,000 36,000 
3 100 40,000 | 100 40 ,000 42,000 42,000 40,000 40,000 
4 100 40,000 | 110 44,000 46 , 000 46 , 000 44,000 44,000 
5 100 40 ,000 120 48 ,000 50,000 50,000 48 ,000 48,000 
Total 200 , 000 200 , 000 206 , 000 206 , 000 200 , 000 200 ,000 
6 100 40 ,000 120 48 ,000 48 ,000 48,000 48 ,000 48 ,000 
7 100 40 ,000 110 44,000 44,000 44,000 44,000 44,000 
8 100 40 ,000 100 40 ,000 38,000 38 ,000 40 ,000 40 ,000 
9 100 40,000 90 36,000 34,000 34,000 36,000 36,000 
10 100 40 ,000 80 32,000 30,000 30,000 32,000 32,000 
Total 200, 000 200, 000 194,000 194, 000 200 , 000 200 , 000 
Grand 
Total 400 ,000 400 ,000 400 ,000 400 ,000 400 ,000 400 ,000 


(a) Closing inventories valued at the current period’s prices. 

(b) Closing inventories valued at cost (the previous periods price during periods of rising prices) which is as- 
sumed to be the cost, and at the current period’s prices during periods of falling prices, (which is assumed 
to be the cost. 

(c) Closing inventories valued at the lower of cost or market, which in this case turns out to be the same as (b) 


above. 

(d) Inventories valued at the retail method using a 40% mark-on which results in a uniform cost through-out 
the periods. 

(e) No change in inventory values. 
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Taste IT 


Sueerstep Errect on Corporate Net Prorits oF Revisinc INVENTORY VALUES 
ror 463 CoRPORATIONS FOR THE YEARS 1927-30 To A MARKET VALUE 


Wholesale Price Index Est. 

Year Inventories Effect on | Net Adj. Net Adjusted 

(a) Index Change | %Change | Inventory | to Profit Profit Profit 
1926 146 % (a) 
1997 $5304 139 — 4.8%| — .48%| +25.46]| $2290 $2315 
1928 5507 143 + 4 + 2.9 + .29 — 9.49 2959 2950 
1929 6112 141 — @ —- 1.4 — .14 — .93 3353 3352 
1930 5585 126 —15 —10.6 —1.06 +60.13 1995 2055 

(Chain Relatives) 

1927 (a) From data published by Standard Statistics Company, Inc. 100 100 
1928 129 127 
1929 113 114 
1930 59 61 


of cost or market, this is not true. Such 
valuation procedures tend to anticipate the 
profits for periods of rising prices and to 
add anticipate losses during periods of 
falling prices. ‘To this extent these methods 
are not comparable in reflecting income in 
the two periods. The retail method and 
the base stock method of inventory valu- 
ation reproduce the results under market 
valuation procedure. This holds for this 
illustration, but if other factors were con- 
sidered, such as a change in the quantities 
bought and sold, or in a greater relative 


TABLE 


change in buying prices than in selling 
prices, these accounting procedures would 
result in gross-profit figures just as incom- 
parable as those for the cost basis of in- 
ventory valuation. The conclusion to be 
drawn from this illustration is that if, over 
a period, inventories were valued at mar- 
ket, the tendency is less to overstatement 
of gross profit than is involved in the other 
methods given. 

Table II is merely an attempt to gauge 
the quantitative effect of price changes on 
the actual net profits of 463 corporations 


TueroreticaL Net Prorits BEFORE AND AFTER DEPRECIATION EXPENSE 


Computed from Table I assuming General Administrative and Selling Expenses to be 50% of Gross Profits, 
and Depreciation Expense a constant charge of $5,000 each period. 


Net Profits—Varying Prices 
Net Chain Relatives 
Profit Inventories Valued at 
Period Stable Price Net Profit—Varying Prices 
Prices Index Cost and/or 
Lower of C. Market Before Depr. After Depr. 
or M. 

(a) (b) (a) (b) 
1 $15,000 80 $11,000 $11,000 100 100 100 100 
2 15,000 90 13 ,000 13 ,000 lll lll 118 118 
3 15,000 100 16,000 15,000 123 «115 
4 15,000 110 18,000 17,000 110 110 113 113 
5 15,000 120 20 ,000 19,000 109 109 111 112 

78,000 75, 000 
6 15,000 120 19,000 19,000 96 100 95 100 
7 15,000 110 17,000 17,000 92 92 89 89 
8 15,000 100 14,000 15,000 86 91 82 88 
9 15,000 90 12,000 13,000 89 90 86 87 
10 15,000 80 10,000 11,000 88 89 83 85 

72,000 75,000 

(a) Inventories valued at Cost or the 
lower of Cost or Market 
(b) Inventories valued at market. 
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for the last four years. The estimates made 
have no known relation to the facts. The 
assumption is made that 10 per cent of the 
annual change in price level would have 
been reflected in the closing inventories if 
taken on the basis of cost or market, which- 
ever is lower. Correcting for this assumed 
factor, the last two columns show the ac- 
tual and hypothetical net profits for these 
corporations. If we use a simple chain-rela- 
tive to compare the two sets of net profit 
figures for the period, we find that in every 
year except 1929 the profits reported 
would have shown a smaller increase and 
a lesser decline. 

Table III is presented to show, hypo- 
thetically, the effect on comparable figures 
of considering depreciation as a fixed an- 
nual charge. It merely illustrates that un- 
der conditions of varying prices net profit 
after depreciation shows a more rapid rela- 
tive increase and decrease than net profit 
before depreciation. The conclusion to be 
drawn is that in reporting net income it 
is necessary to show the amount of de- 
preciation which has been charged if we 
are to get a true picture of the rate of 
growth in earning power for a business 
enterprise. Table IV gives similar data for 
two groups of corporations as far as it 
is available and comparable for four years. 
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It is interesting to note that out of 4g) 
corporations, 310 show the amount of de 
preciation charged for the fiscal period 
One hundred seventy-one corporations do 
not disclose the amount, if any. Chaip- 
relatives for the latter group show almost 
but not quite the same relative increases 
and decreases in net profits over the period 
considered as do the other group of cor 
porations for profits before depreciation 
and depletion. If we consider net profits 
for the group of 310 corporations, the 
chain-relatives disclose the tendency to 
show much greater relative fluctuations, 

Table V shows the profits both before 
and after depreciation for all corporations 
reporting on tax returns for those years, 
This larger group does not show the de 
gree of fluctuation that is disclosed in the 
preceding table but the same tendencies are 
apparent. 

Table VI compares the net profits and 
the depreciation expense of various groups 
of corporations to their respective prop- 
erty values. We may note from this, first, 
how great a factor the item of depreciation 
is in the computation of net income, vary- 
ing from 84 to 48 per cent, depending of 
course on the amount of net profit. Second, 
those corporations that take depreciation 
apparently do not vary the rate in relation 


IV 
YEARLY CoMPARISON OF Prorits or 463 InpustRIAL CoRPORATIONS 
(Compiled from Data published by Standard Statistics Co., Inc.) 


(in millions of dollars) 
Net Profits before Deprecia- 
tion and Depletion for 310 | Profits after Depreciation and 
Year Corporations which show the | Depletion for 171 Corporations | Profits after Depreciation and 
amount, for 4 yrs. which do not show amount | Depletion of 310 Corporations | 
Amount Chain Relative Amount Relative Amount Relative 
1927 $2,259 100 $ 821 100 $1,486 100 
1928 2,771 123 1,002 122 1,961 181 
1929 3,138 1138 1,169 116 2,217 118 
1930 2,134 68 814 70 1,206 54 
Taste V 
Yearty Comparison or Corporation Income Tax Returns 
1926 16,768 100 13,498 100 
1927 16,389 98 13 ,043 97 
1928 18,913 115 15,317 117 
1929 20, 663 109 16,798 110 
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Tasie VI 
Some SientFicant Ratios In CoRPORATION STATEMENTS 
(Compiled from data published by Standard Statistics Co., Inc.) 


Year 

1927 1928 1929 1930 
310 Corp. Showing Depr. Expense: 
Per cent depr. expense to net profits before............... 34.22% 29.23% 29.35% 43.48% 
Per cent profits before Depr. to Property................. 21.00 25 .29 25.11 16.47 
Per cent depr. Expense to Property...................... 7.19 7.39 7.36 7.16 
Per cent net Profits after Depr. to Property..... oS ee 18.81 17.90 17.75 9.31 
171 Corp. Not Showing Depr. Expense: 
Per cent profits to Physical Property..................... 21.03 24.32 27.47 16.76 
10 Puble Utility Holding Companies: 
Per cent profits before Depr. to Property.............. 8.89 9.33 9.48 8.88 
Per cent depr. Expense to Property...................... 1.76 1.79 1.78 1.63 
Per cent profits after Depr. to Property.................. 7.13 7.54 7.70 7.25 
11 Publie Utility Operating Companies: 
Per cent profits before Depr. to Property................ 9.40 8.79 9.64 8.94 
Per cent depr. Expense to Property..................... 1.66 1.° 1.86 1.78 
Per cent profits after Depr. to Property........ ape arene 7.74 7.57 7.78 7.31 
All Corporation Income Taz Returns: 
Per cent profits before Depr. to Property........ 15.61 17.20 17.74 
Per cent depr. Expense to Property........... nae oe 3.18 3.27 3.32 
Per cent profits after Depr. to Property.................. 12.43 13.93 14.42 


to property value as one would expect if 
accounting procedure were made use of to 
manipulate the net income figure as is fre- 
quently charged. Third, those corporations 
which do not show the depreciation or de- 
pletion charge are disclosing income which 
bears the same relation to property as the 


income before depreciation does for the 
group which follows regular accounting 
procedure. Fourth, public utility com- 
panies tend to take a lower rate of depre- 
ciation when income falls off than do those 
corporations which frankly show their de- 
preciation accounting policy. Fifth, the 


Taste VII 
Prorits, DEPRECIATION, AND DEPLETION CHARGES, AND Frxep Property VALUES FoR CoRPORATIONS SHOWING 
More Tuan a 10% AnNvaAL INCREASE IN Frxep Property VALuEs ror ANY One YEAR. COMPARABLE Data 


(Compiled from data published by Standard Statistics Co., Inc. for 112 Corporations.) 
(in millions of dollars) 


Net Property Values. . 


Net Profits shown... ... 
Depr. and Depl. 
Net Profit before Depr. and Depletion.............. 


Per cent profit before Depr. to Property ................ 


Per cent depr. Charges to Property ........ ice 
Per cent profit after Depr. to Property............ 


Per cent depr. Charges to Profits before Depr............. 


Chain Relatives 
Depr. and Depl. Charges. . . 


Profit after Depr. and Depl. Charges............... 


Year 
1927 1928 1929 1930 
$1, 647 $2,010 $2,378 $2,580 
ear 826 1,088 1,222 674 
pee 119 138 169 207 
pet 945 1,225 1,391 882 
57.4% 61.0% 58.5% 34.2% 
7.2 6.9 8. 
Saco 50.2 54.1 51.4 26.2 
12.6 11.3 12.1 23.5 
ee 100 122 118 108 
seo 100 116 122 123 
100 129 113 63 


113 
f de. 
sdo 
hain- 
most 
riod 
cor- 
ation 
ofits 
the 
y to 
ions. 
‘fore 
ions | 
ars, 
de § 
the 
are 
and 
ups 
op- 
rst, 
ion 
r of 
nd, 
ion 
ion 
and | 
ns 
4 
{ 


114 


income tax returns of all corporations 
show a relatively smaller fluctuation in de- 
preciation than is shown by any groups of 
corporations. 

Table VII is an attempt to group those 
corporations which show an element of 
physical growth through an increase in 
property values of more than 10 per cent 
in any one year into a separate class. The 
purpose is to determine if there is a greater 
increase in the depreciation and depletion 
charge as a result of this reflection in prop- 
erty of the current market values, either 
through purchase or merger on an ap- 
praisal basis. It is interesting to note that 
the amount of depreciation varies inversely 
with the profitableness of this group of 
corporations and with the rate of growth 
of physical property. This is a result to 
be expected, particularly for those cor- 
porations which have indulged in public 
financing, but the trend is not as marked 
as was anticipated. Perhaps the increase 
of nearly 14 per cent in the amount of de- 
preciation expense for the year 1980 re- 
flects the element of obsolescence which the 


Taste VIII 
CoMPARISON OF INCREASE IN DEPRECIATION AND DEPLETION RESERVES WITH AMOUNTS CHARGED TO OPERATIONS 
FOR DEPRECIATION AND DEPLETION FOR 212 CoRPORATIONS 
(Compiled from Data published by Standard Statistics Co., Inc.) 
(in millions of dollars) 
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modern managements are anticipating as 
the result of the acquisition of older proper. 
ties during the recent years. 

Table VIII is intended to disclose the 
effect on depreciation reserves of the policy 
of setting up depreciation and the maki 
of retirements out of reserves. It appears 
that the rate of retirement out of reserves 
is growing more rapidly than the additions 
to the reserves for this group of corpor- 
tions for which we have comparable data, 
We have no clue to the reason for this 
tendency. A more detailed study might dis- 
close it. 

In conclusion we might say that conven- 
tional accounting procedure does not ree- 
ognize the fact that incomes during periods 
of rising prices are not quite comparable to 
those of falling prices due to the failure to 
disclose all factors of income determina- 
tion which result from price changes; and 
that this result is further exaggerated by 
the practice of considering depreciation ex- 
pense more a function of time and cost 
rather than a function of profit. 


1928 1929 1930 

Depreciation and Depl. Reserves beginning of yr............... $3 , 823 $4,312 $4, 825 
Depreciation and Dep]. Reserves end of yr..................-5. 4,312 4,825 5,334 

489 5138 509 
Amount Charged to Operations for Depr. and Depletion during 

Difference: Charges for Retirements.......................... 172 221 211 
Ratio: Retirement Charges to Credits to Res.................. 25.9% 30.0% 
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STABILIZED APPRECIATION 


Henry W. 


PPRECIATION, unrealized and realized, 
A has constantly been subjected to 
theorizing that was improperly re- 
lated to the basic facts. Hence, it has long 
remained one of the dark spots in account- 
ing. It can be seen in its true light only 
when scrutinized from some standpoint pos- 
sessing a sound and orderly philosophy of 
the price system. 

As illustrative material for the following 
exposition a fixed asset that depreciated 
at the rate of 50 per cent annually is as- 
sumed to have been purchased at the begin- 
ning of a fiscal year for $1000; and during 
the first year the index of the reproduction 
cost supposedly rose from 100 to 225, and 
the index of the general price level rose 
from 100 to 150. 


I 
UNREALIZED APPRECIATION 

The stabilized-accounting conception of 
the nature of this subject will be presented 
first so that it may be employed as the cri- 
terion whereby to appraise the more cus- 
tomary orthodox notions. 

1. Stabilized-accounting View.—As at 
the close of the first year the reproductive- 
cost expression of the physical, material 
capital originally invested in the hypothet- 
ical asset described above was $2250; the 
stabilized expression of the “real,” general- 
purchasing-power capital originally in- 
vested was $1500; and, of course, the 
orthodox expression of the nominal, mone- 
tary capital originally invested was $1000. 

If, consequently, the capital invested is 
here thought of as the physical asset it- 
self, all the so-called “appreciation” 
($1250 gross and $625 after depreciation) 
must represent an increase of capital. This 
constitutes the view to which the advocates 
of basing depreciation on reproduction cest 
have finally and necessarily been led. If, 
second, capital is considered to be the 
amount of general purchasing power that 
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was initially put into the asset, then $500 
of the total “appreciation” and $250 of 
the net one consist of capital, and the re- 
mainders, respectively $750 and $375, of 
income. For reasons presently to be set 
forth this represents the theory held by 
stabilized, or equalized, accounting. And 
if, finally, capital is regarded as simply the 
original money cost of the asset, all the ap- 
preciation, $1250 gross and $625 net, be- 
comes classifiable as income. This last con- 
clusion, a logical corollary of looking upon 
capital as simply a past monetary outlay 
regardless of subsequent change in the value 
of money, has not, however, been generally 
accepted by the accounting conventional- 
ists because they have realized quite clearly 
that acceptance of it would lead them into 
dangerous pitfalls like those outlined in 
subsequent pages. Hence, the view held re- 
garding the nature of capital must logically 
determine, in the last analysis, the view to 
be held regarding the nature of apprecia- 
tion, unrealized and realized. 

Because orthodox accounting has been 
accustomed to regard the value of an asset 
as its original cost, regardless of whether 
the money used as the unit of measurement 
remained stable in worth, appreciation, 
whose essence is commonly defined by dic- 
tionaries as an “increase in value,” has come 
to be judged with reference to original cost, 
being usually viewed as the difference be- 
tween that figure and cost of reproduction. 
But stabilized accounting, which is pri- 
marily concerned with homogeneously re- 
expressing the money amounts of former 
dates in the current general price level, 
uses the present real equivalent of the or- 
iginal cost as the basis for its calculation 
of the value increase that appreciation 
should represent. Hence, it prefers to limit 
the meaning of appreciation to an increase 
in the general purchasing power that the 
particular asset can command, or, in other 
words, to a growth in the individual value 
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of the asset greater than that experienced 
by all goods in general. 

An enhancement in simply the number of 
dollars that a good can control need not 
represent any gain in its value. If, for in- 
stance, the price of every article and serv- 
ice were to double overnight, the worth of 
each would then, other things staying equal, 
be expressed by twice as many monetary 
units as before. Nevertheless, because each 
article would remain capable of exerting 
only the same degree of influence over the 
others, its real worth would remain un- 
changed. 

The restricted meaning placed by sta- 
bilized accounting upon “appreciation” is 
similar to that expressed by the following 
quotations: 


. .. appreciation is not caused by changes in 
the general price level. With a rise in the 
general level of prices, the relative produc- 
tiveness of different assets probably would 
remain the same. If index numbers were per- 
fect enough it would be possible to distinguish 
between changes in prices caused by changes 
in value and changes in prices caused by the 
changing unit.* 

. . « The true value of an asset does not 
change when it is expressed in a different 
money.” 


In the illustrative case under considera- 
tion, then, $625 is the difference between 
the depreciated original book cost ($500) 
and the depreciated reproductive cost 
($1125) ; and, according to the stabilized 
view, $250 of such $625 represents the re- 
expression, after depreciation, of the real 
capital originally invested. The remaining 
$375 is appreciation, which constitutes, in 
substance, income earned but not yet real- 
ized. 

Re-expression of the real capital in- 
vested in a particular asset usually requires 
supplementing the book figure for the cost 
of the asset and, consequently, providing 


* Carpenter, C. C., comments regarding 4 Sym- 
posiwum on Appreciation, THe AccounTiING Review, 
V, 1 (Mch., 1930), 11. 

* Anonymous article entitled “Réévaluation de 
VActif des Sociétés aprés la Stabilisation de la 
Monnaie,” Revue Politique et Parlementaire, 
cxxxvi, 404 (July 10, 1928), 106. 
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an offset of some kind, which, before de 
preciation, here consists of a $500 credit, 
the difference between the original nominal 
cost ($1000) and the original real cost 
($1500). When the accounts are on ap 
equalized basis, this offsetting correction 
is automatically included among other gen- 
eral-purchasing-power adjustments. If, 
however, the accounts as a whole are not 
stabilized, probably no attempt should be 
made to equalize simply such individual por- 
tions of them as those representing depre- 
ciation and appreciation. 

2. Unstabilized-accounting Views.—aAc- 
cording to a concept formerly advocated 
more commonly than at present, appreci- 
ation, even if unrealized, represents a profit 
that may fittingly be paid out in dividends. 
Two prominent writers, for instance, wrote 
in 1918 as follows: 


It may be further contended . . . that al- 
though appreciation means an increase in 
property and consequently an increase in 
property rights, the amount of this increase 
is in no case available for dividend appro 
priations and consequently should not be ree- 
ognized. This argument is another phase of 
the old idea that profits must be available in 
liquid assets in order to be considered as 
profits. .. . Net revenue due to appreciation 
is just as available as is net revenue tied up 
in any asset other than cash.° 


The objection to this view is a twofold 
one. First, appreciation, in its ordinary 
sense as the excess of reproductive over 
original cost, is not necessarily income from 
the standpoint of theory, as the preceding 
exposition of the stabilized-accounting at- 
titude indicated. And, second, even if it 
were income, it would still, until “realized,” 
hardly be, from the standpoint of sound 
practice, a proper gain from which to de- 
clare dividends.* 

According to another and also less 
prevalent opinion, unrealized appreciation, 


*Paton and Stevenson, Principles of Account- 
ing, p. 467. 

‘Minor exceptions to this principle that only 
realized income should be distributed are, of course, 
commonly recognized for reasons of expedience and 
convenience; as, e.g., with regard to accrued inter- 
est income not collected. 
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though all gain, is, because unrealized, not 
to be distributed. This view, even if quite 
superior to the preceding one because more 
prudent, remains, nevertheless, objectiona- 
ble from the stabilized-accounting stand- 
point because the true, capital-and-unreal- 
iged-income nature of ordinary unrealized 
appreciation is considered to be purely and 
entirely one of unrealized income; whereas 
in any particular case, although unrealized 
appreciation may be all capital and no 
income or all income and no capital, it is 
likely to be partly restatement of capital 
and partly unrealized income. To describe 
it as just unrealized income is, consequent- 
ly, always inadequate and usually inaccu- 
rate. 

If, again, unrealized appreciation is con- 
sidered equivalent to a valuation reserve, 
which, when deducted from the net appre- 
ciated asset value, shows the depreciated 
original cost per books, misconception still 
obviously exists. For not only is the nature 
of the unrealized appreciation misjudged 
and misrepresented, but also the original 
money cost is permitted to remain the wn- 
derlying basis for valuing the asset despite 
the gesture of using reproductive cost as 
the basis of valuation. 

Probably accountants and business men 
most commonly regard unrealized appreci- 
ation as a special kind of surplus in the 
nature of capital surplus. Such frequently 
encountered titles for unrealized appreci- 
ation as “Revaluation Surplus,” “Surplus 
Arising from Appreciation,” and “Ap- 
praisal Surplus” show by their very names 
the prevalence of the view that unearned 
appreciation represents a kind of special 
or capital surplus. From the stabilized- 
accounting standpoint the objection to 
this idea is again simply that inasmuch as 
unrealized appreciation in its conventional 
sense may be partly capital and partly 
unrealized income or all of either and none 
of the other, to describe it as entirely in- 
come (although of a special, non-distribut- 
able sort) is misleading and generally er- 
roneous. 

Lately there has been a tendency to re- 
gard unrealized appreciation as wholly 
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capital.’ In those foreign countries where 
laws or regulations have attempted to base 
the re-establishment of accounts on gold 
money of less value than before inflation 
set in, the unrealized appreciation caused 
by the conversion of old, lower-price-level 
original costs into current higher-price- 
level equivalents has generally been per- 
mitted to appear as some sort of increase 
in capital, and hence not subject to in- 
come taxation.* Moreover, the genuineness 
of the attitude that unrealized apprecia- 
tion really did represent capital has usu- 
ally been eventually evidenced by permis- 
sion also to charge off as a tax deduction 
the depreciation on the appreciation— 
without having to nullify the effectiveness 
of such procedure by first showing the ap- 
preciation as income." 


5One authority, e.g., declares: “The more one 
studies the subject, the more one becomes con- 
vinced, it seems, that the increment imputed to ap- 
preciation is in the nature of capital; not surplus. 
The term ‘surplus’ is a misnomer and, therefore, 
should not be used. ‘Capital Arising from Revalu- 
ation’ might serve to describe the increment ay oni 
ly.” Wildman, J. R., comments regarding 4 Sym- 
posium on Appreciation, Tue AccounTinG Review, 
V, 1 (Mch., 1980), 44. Cf. also Mabit, J., La 
Restauration Monétaire et les Bilans (2nd ed., 
1928), Paris, p. 121. 

* Auboin, a “Aprés la réforme monétaire: la 
réévaluation des bilans,” L’Europe Nowvelle, 576 
(Feb. 23, 1929), 241. In Italy, however, where spe- 
cial regulatory laws were not considered necessary 
by most authorities, business men were encouraged 
to follow conventional accounting principles in 
handling unrealized and realized appreciation. Cf. 
Draghi, C., “Le Valutazioni di Bilancio nelle So- 
cieta Anonime e la Stabilizzazione della Lira,” 
Rivista Internazionale di Scienze Sociali e Disci- 
pline Ausiliarie, u (New series), 6 (June, 1928). 
This probably meant that in Italy the appreciation 
was looked upon as capital surplus. 

™In the case of Belgium, cf., e.g., Warlomont, 
R., and Wallemacq, L., La Revalorisation des 
Bilans des Sociétés commerciales, Brussels, 1928, 
pp. 69-77; and Baudhuin, F., “La réforme des bilans 
aprés lassainissement monétaire en Belgique,” 
L’Europe Nowvelle, 576 (Feb. 23, 1929), 244-247. 

Regarding the situation in Czecho-Slovakia, cf., 
for instance, Basch, A., “La Legge Cecoslovacca 
sui Bilanci di Stabilizzazione,” Economia, 1v (New 
series), 2 (Aug., 1929), 100 f.; and an editorial 
entitled, “Notre enquéte en Belgique, Tchécoslo- 
vaquie, Yugoslavie, Allemagne, et Pologne,” L’Eu- 
rope Nouvelle, 576 (Feb. 23, 1929), 250. 

In the case of Jugoslavia, cf. also, for example, 
the editorial, “Notre enquéte en Belgique, Tchéco- 
slovaquie, Yugoslavie, Allemagne et Pologne,” 
L’Europe Nouvelle, 576 (Feb. 23, 1929), 252. 

In France the uncertainty regarding asset re- 
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Furthermore, in countries that were sub- 
jected, like Germany, to severe inflation 
after the world war the unrealized appre- 
ciation resulting from restating, in terms 
of depreciated paper money, the initial 
costs of fixed assets was classed as capital 
by leading writers on the subject*—except 
possibly in Russia, a country whose ex- 
periences with inflation have been difficult 
to ascertain. 

From the stabilized point of view, how- 
ever, unrealized appreciation can no more 
accurately be described as simply capital 
than as simply income. For, although in 
a particular instance it may be all capital, 
it is much more likely to be either partly 
capital and partly income or entirely in- 
come. 

II 
REALIZED APPRECIATION 

.As in the preceding discussion the equal- 
ized theory is presented first in the exposi- 
tion that follows. 


valuation and its attendant issues, notably depre- 
ciation and appreciation, was finally dispelled on 
January 25, 1930, by an official circular that, while 
leaving revaluation of depreciable assets optional 
for merchants and manufacturers, made the adop- 
tance of it subject to certain conditions. One of 
these was that the initial amount of appreciation 
should be credited to an exclusive reserve account 
entitled, “Reserve resulting from Revaluation of 
Assets.” Since this excess could not be appropriated 
except under penalty of heavy taxes, it would seem 
to have been regarded as essentially an increase of 
capital. Cf. Hargraves, W. H., “Regulations as to 
Revaluation of Assets on French Balance Sheets,” 
The Accountant, txxxi, 2912 (Sept. 27, 1930), 
446 f. For discussions of the related questions in- 
volved before issuance of the official circular de- 
scribed above cf., e.g., Meary, M., “De la réévalua- 
tion des bilans,” L’Economie Nouvelle, xxv1, 276 
(Mar., 1929), 129; Bonnet, Georges, “Quelles 
seraient les conséquences fiscales d’une réévalua- 
tion des bilans?” L’Europe Nouvelle, 576 (Feb. 23, 
1929), 244; Auboin, op. cit., p. 242; and an anony- 
mous article entitled, “Réévaluation de l’Actif des 
Sociétés aprés la Stabilisation de la Monnaie,” 
Revue Politique et Parlementaire, cxxxv1, 404 (July 
10, 1928), 106-109. Dissimilar views are set forth by 
E. Billiet, “La Réévaluation des Bilans,” L’ Action 
Nationale, xxx, N, Jan.-Feb.-Mar., 1929, pp. 3, 5-7. 

®Mahlberg, W., for instance, thus regarded it. 
Cf. his Bilanztechnik und Bewertung bei schwan- 
kender Waehrung (8rd ed. rev., 1923), Leipzig, p. 
100. And Schmalenbach’s paper-mark stabilization 
method was similar. Cf. his “Der Geldwertausgleich 
in der bilansmaessigen Erfolgsrechnung,” Zeit- 
schrift fuer handelswissenschaftliche Forschung, 
xv (1921), pp. 401 ff. 
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1. Stabilized-accounting View. —Up. 
realized appreciation is transformed into 
realized on the books when, and to the ex. 
tent that, uncertainty with regard to its 
actual existence is dispelled by an entry 
representing the acquisition or retention 
of new assets greater in amount than the 
depreciated cost at that date of the one 
that they replace. Such new assets are 
most often acquired as a result of sale, 
and retained as a result of depreciation, 
Thus, if, in the illustrative case above, the 
fixed asset was sold at the close of the year, 
when half depreciated, for more than its 
depreciated cost per books at that date, 
namely, $500, all the excess would consti- 
tute realized appreciation according to the 
orthodox concept. From the stabilized 
point of view, however, only the excess over 
$750, the current depreciated real cost, 
would constitute realized appreciation. 

Or if, again, the depreciation computa- 
tion was based upon a cost greater than 
the actual monetary one, $1000, all of the 
resulting overcharge to operations from 
the conventional standpoint would, by pre- 
sumably causing an equivalent excess of 
newly acquired resources to be retained, 
cause appreciation of the same amount to 
become realized. For example, if, perhaps 
to meet the conditions in a bond indenture, 
the depreciation written off against profit 
and loss was based on the cost of repro- 
duction, thus being $1125 in this case, 
orthodox accounting would ordinarily show 
that appreciation of $625 thereby became 
realized. However, the stabilizing method, 
viewing the original cost as $1500 at the 
date when the depreciation was to be en- 
tered, and, consequently, considering $750 
as the proper amount of depreciation, 
would classify only $875 of the $1125 de- 
preciation as the amount of appreciation 
realized by here basing depreciation upon 
cost of reproduction. 

Equalized accounting looks upon what 
it must consider to be realized appreciation 
as essentially an adjustment to the current 
profit-and-loss account, which is, conse 
quently, regarded as having been over- 
charged by the same amount. It believes 
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that the excessive charge against opera- 
tions, viz., $875 in this case, should be 
corrected by a credit to profit and loss, 
perhaps in a special, supplementary sec- 
tion, or, next best, to realized surplus— 
unless such action is contrary to agree- 
ment with outside parties or undesirable 
for some other reason. Quite probably, 
however, charging operations with depre- 
ciation computed on cost of reproduction 
indicates in any specific case such a strong 
desire or necessity to preserve- material 
capital, that any resulting realized appre- 
ciation of a stabilized nature is likely to 
meet with most favor if credited to a real- 
ized-surplus reserve bearing some title like 
“Surplus Reserve for Replacement of 
Physical Capital.” 

In the present hypothetical case, then, 
stabilized accounting looks upon $500 of 
the $1250 total difference between original 
cost per books and cost of reproduction as 
the undepreciated restatement of the orig- 
inal capital invested in the asset, and re- 
gards the balance, $750, as gross unreal- 
ized appreciation, one-half of which has, 
however, already depreciated by the end 
of the first year. Although the real cost, 
$1500, and depreciation thereon ought to 
be reflected in the accounts, the cost of re- 
production, $2250, need not be. If, how- 
ever, as is advisable it is set up, the result- 
ing unrealized appreciation, $750, should 
preferably thereafter be periodically de- 
creased by the excess of depreciation based 
on reproductive cost over that based on real 
cost. But if the depreciation written off 
against operations must be computed on the 
cost of reproduction, the unrealized appre- 
ciation thereby converted into realized ap- 
preciation should, from the stabilized point 
of view, be credited to profit and loss, al- 
though it may satisfactorily be transferred 
to a suitably named realized-surplus re- 
serve if action of this sort seems desirable. 

2. Unstabilized-accounting Views.—Up- 
holders of the conventional theory usually 
consider the nature of realized appreciation 
to he correctly described by one of four 
Proprietorship classifications, namely, 
earned surplus, capital surplus, replace- 
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ment reserve, and capital. But regardless 
of which view is adopted, the traditional 
method will almost inevitably lead to re- 
sults that differ from the equalized ones. 
For, as the preceding discussion has shown, 
the unrealized appreciation from which the 
realized appreciation is drawn will very 
seldom be the same under the stabilized 
and unstabilized methods. Furthermore, 
and important to observe, each of the cus- 
tomary views concerning the nature of 
realized appreciation is objectionable be- 
cause, aside from its usually producing re- 
sults dissimilar to the stabilized ones, it 
leads to a serious dilemma. 

If, for example, realized appreciation 
is considered by orthodox accounting to 
be earned surplus, then it may, without 
causing any impairment of the nominal 
capital per books, presumably be distrib- 
uted as dividends. But in that case there 
follows a consequence both undesirable and 
contrary to good sense, namely, that in 
a period of rising prices the visible, tangi- 
ble, physical capital may be disappearing 
or deteriorating while the mere money cap- 
ital is being kept intact. And if, on the 
other hand, the realized appreciation may 
not be distributed as dividends, then it is 
not earned surplus at all, and the custo- 
mary basis for preserving capital and judg- 
ing income is wrong. The dilemma, con- 
sequently, is that if maintenance of capital 
continues to be directed toward maintain- 
ing original cost per books, the physical 
capital, so obviously essential to success, 
may begin substantially to diminish; 
whereas if maintenance of physical capital 
is chosen as the goal, the old, simple point 
of view must be abandoned for a more com- 
plicated, difficult, and expensive one. 

Realized appreciation may, next, be re- 
garded as a non-distributable, capital sur- 
plus. If, in that event, the orthodox pro- 
cedure is maintaining capital on the basis 
of original money cost, then, because a 
greater amount of assets than the current 
net cost of the capital sold or depreciated 
must have been acquired or retained in 
order to create this capital surplus, such 
surplus is not necessary to maintain the 
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capital even if prices are rising. And so 
it must be income or profit. But business 
prudence warns that it is necessary to 
maintain the capital, for if it were not cre- 
ated and kept intact, the physical capital 
would become impaired. And so it can not 
be income or profit. If, on the other hand, 
capital is being maintained on the basis of 
physical capital, the capital surplus is not 
a surplus or a profit, and, again, the or- 
thodox accounting is erroneous. 

That realized appreciation may be, ac- 
cording to the treatment received by it at 
the hands of the traditional procedure, a 
profit and yet not a profit is evident from 
the following quotation: 


After the increased value of an asset has 
been entirely written off through depreciation 
along with the original cost of the asset, it is 
evident that the profit is no longer hypo- 
thetical but real, at least as expressed in terms 
of money. It is not available for cash dividend 
purposes, however, unless the economic capi- 
tal is to be impaired. This leads logically to 
the conclusion that to maintain the economic 
capital intact when asset values have been 
increased there must be a constant increase 
in net worth, as expressed in terms of money, 
equal to such increased asset values, or, more 
specifically, an increase in net worth equiva- 
lent to the portion of the depreciation charge 
based on increased asset value.® 


Hence, ordinary realized appreciation 
is a profit and yet not a profit. It is a 
profit in so far as it represents the excess, 
expressed in dollars, of a profit-and-loss 
charge over and above the original cost, 
expressed in dollars, of the capital con- 
sumed. But on the basis of physical, “eco- 
nomic” capital it is not a profit inasmuch 
as no excess exists from that standpoint. 
And so, because not wisely to be distrib- 
uted, it is classed as capital surplus. Two 
concepts of capital are thus concurrently 
employed. They are inconsistent with each 
other; they clash. One makes the dollar 
excess a profit realized; the other, center- 
ing its attention upon the physical sub- 

* Martin, O. R., Surplus Arising through Revalu- 


ation, THe AccountinG Review, u, 2 (June, 1927), 
122. 
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stance of capital, refuses to admit that an 
excess of substance exists and declares that 
no dividend payment should be made from 
the monetary excess. Consequently, one 
might ask, “When is a profit not a profit?” 
And the answer would be, ““When it is ‘real. 
ized appreciation.’ ” 

The dilemma in this case is that if nomi 
nal, monetary capital constitutes the kind 
to be maintained, realized appreciation 
must be classed as profit even though prices 
have been rising and even though, there 
fore, common sense may warn that, on the 
more sensible basis of material capital, 
there has been no profit; whereas if physi- 
cal capital is the type to be kept intact, 
then the designation, “capital surplus,” is 
a misnomer, and change to a more intri- 
cate, troublesome, and costly method of ae- 
counting becomes necessary. 

If, third, orthodox realized appreciation 
is looked upon as a reserve set aside in order 
to effect replacement of the physical equip- 
ment at a price higher than orginal cost, it 
becomes subject to the same dilemma as 
when considered to be capital surplus. 

Finally, realized appreciation in its con- 
ventional sense may be regarded as cap- 
ital,*® or, indeed, as realized capital if such 
a fine classification of capital seems desira- 
ble. The concept of realized appreciation 
as capital—a more or less logical result 
of looking upon wnrealized appreciation as 
capital—was probably the prevailing one 
in Europe toward the close of the main in- 
flation period there. For the orthodox 
method of charging off only the nominal 
cost of capital caused the physical capital 
to become badly impoverished and thus 
eventually led to advocacy of preserving 
physical, instead of nominal, capital. The 
realized appreciation, consequently, be- 
came regarded as simply part of the money 
measurement of the material asset recov- 
ered by the depreciation charge—and 
hence as capital. 

But if realized appreciation is regarded 


earned appreciation . . . represents the 
value equivalent of recovered capital . . .” Baldwin, 
H. G., Accounting for Value as well as Original 
Cost, The American Appraisal Company, p. 33. 
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as capital, then maintenance of nominal 
capital becomes displaced from its old pre- 
eminent position by an intruder brought 
into accounting and financial realms by 
those seeking a guide toward, at least, 
economic survival, a haven more convinc- 
ingly offered by maintenance of physical 
capital than by maintenance of nominal 
capital. And yet the new standard is itself 
objectionable because it entails developing 
and using some method of periodically 
measuring, in a homogeneous financial unit, 
diverse kinds of material capital. The di- 
lemma here is, then, that if preservation 
of nominal capital is permitted to remain 
the goal, the visible means of conducting 
business may dwindle away; whereas if 
physical capital is raised to the dignity 
of constituting the kind of capital to be 
kept intact, vital alteration in long-estab- 
lished accounting methods becomes imme- 
diately necessary. 

One of the two horns possessed by all 
the above dilemmas is that orthodox ac- 
counting, beguiled by prospects of ease 
and economy into rearing its complex and 
seemingly harmonious structure on the 
quicksand base of maintaining nominal 
capital, now continually discovers to its 
sorrow that the whole building is frequent- 
ly so liable to topple that only discordant 
measures of support can enable it to pre- 
serve, for another little while, if not a 
sound interior, at least a healthy front. 
And the second horn is that the orthodox 
procedure, thus finding itself faced with 
the highly unpleasant necessity of moving 
to a stronger foundation, can locate none 
that is readily accessible and yet not likely 
to require that another complicated edifice 
be constructed thereon.” 


“Accountants are, of course, at least subcon- 
sciously aware of the precarious position of their 
standard theory as regards valuation, capital, and 
income. One certified public accountant expressly 
declares, for example: 

“It seems that some new Columbus has proposed 
to sail around the world of accountancy and thus 
refute our pleasant theory that our world is flat. 
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SUMMARY 

If the capital invested in an asset is 
classified as physical capital, then unreal- 
ized “appreciation,” which is commonly 
meant to express the monetary excess of net 
reproductive cost over net original cost, is 
all capitul. If capital is classified as real 
capital, then appreciation is capital to the 
extent of the amount required to express in 
the current general price level the net orig- 
inal cost of the asset, and the remainder 
of the appreciation is income. And if cap- 
ital is classified as nominal capital, then 
the appreciation is all income. Stabilized 
accounting prefers to restrict the meaning 
of appreciation to the excess of net re- 
productive cost over net real cost. If this 
view is accepted, the orthodox conceptions 
of appreciation must be rejected. 

Appreciation becomes converted from 
unrealized into realized when doubt with 
respect to its positive existence is dis- 
persed. This happens most often as the 
result of sale or depreciation of the par- 
ticular asset. 

Although the equalized original cost of 
an asset, and the accumulated depreciation 
thereon, ought to be shown in some way 
on the books and financial summaries, the 
cost of reproduction need not be shown. 
If, however, as should usually be desirable, 
it is shown, the excess of the depreciation 
on reproductive cost over that on real cost 
is most satisfactorily treated when charged 
against the unrealized appreciation. But 
if the depreciation charged to operations 
must be based upon cost of reproduction, 
the resulting realized appreciation is, in 
essence, a correction of current profit and 
loss although, where necessary, it may sat- 
isfactorily be entered in a realized-surplus 
reserve. 


Even the leaders in accounting thought are greatly 
disturbed over the plausibility of this project, and 
are endeavoring to reconstruct our multiplex theory 
of accounting before it shall become a laughing mat- 
ter.” Mothershead, B., “Accountant Suggests New 
Valuation Method for Financial Statements,” The 
American Accountant, xm, 8 (Aug., 1928), 5. 
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SOME LEGAL ASPECTS OF STOCK RIGHTS 
L. L. Briees 


His article is an attempt to state the 
fundamental legal principles govern- 
ing the rights of holders of original 
shares in a corporation to subscribe when 
that corporation issues new or unissued 
stock. 

The general rule is that when new shares 
are issued for money each holder of the 
original stock is entitled to a prior right 
to subscribe in the proportion that his 
shares bear to the total issue before the 
increase.’ This rule, which was originally 
laid down in Gray v. Portland,’ has stood 
almost unquestioned for more than a cen- 
tury and has been followed by courts of 
the highest standing. According to Justice 
O’Brien, in Stokes v. Continental Trust 
Company :* 


It is the foundation of the rule upon the 
subject that prevails, almost without excep- 
tion, through the entire country. 


The same rule applies to the corporation 
which has issued and sold but part of its 
authorized stock and later decides to issue 


? Bennett v. Baum, 90 Nebr. 320 (1911); Bonnet 
v. First National Bank of Eagle Pass, 60 S.W. 
825 (1900); Crosby v. Stratton, 68 P. 180 (1902); 
Dousman v. Wisconsin, 40 Wis. 418 (1876); Dunn 
v. Acme Auto and Garage Co. 169 N.W. 297 
(1918); Eidman v. Bowman, 58 Ill. 444 (1871); 
Einstein v. Rochester Gas and Electric Co., 28 
N.Y.S, 484 (1894) ; Electric Co. v. Electric Co., 200 
Pa. 516 (1901); Gray v. Portland, 3 Mass. 364 
(1807); Hammer v. Cash, 172 Wis. 185 (1920); 
Hammond v. Edison, 181 Mich. 79 (1902); Hoyt v. 
Great American Insurance Co., 194 N.Y.S. 449 
(1922); Humboldt Driving Park Association v. 
Stevens, 34 Nebr. 528 (1892); Jones v. Morrison, 
81 Minn. 140 (1883); Kingston v. Home Life In- 
surance Co., 11 Del. Ch. 258 (1917); Knapp v. 
Knapp, 127 Mo. 58 (1895); Luther v. Luther, 118 
Wis. 112 (1903); Morris v. Stevens, 178 Pa. 568 
(1897); Noble v. Great American Insurance Co., 
194 N.Y.S. 60 (1922) ; Pratt v. American Bell Tele- 
phone Co., 141 Mass. 225 (1886) ; Real Estate Trust 
Co. v. Bird, 90 Md. 229 (1899) ; Stokes v. Continen- 
tal Trust Co., 91 N.Y.S. 289 (1904); Thom v. Balti- 
more Trust Co., 158 Md, 352 (1929); Van Slyke v. 
Norris, 159 Minn. 63 (1924); Wall v. Utah Copper 
Co., 70 N.J. Eq. 17 (1905). 

78 Mass 364 (1807). 

*91 N.Y.S. 289 (1904). 


the unissued shares.* According to Chief 
Justice Morgan, in Titus v. Paul State 
Bank 


If part of the authorized capital stock of 
a corporation remains unissued, in the ah 
sence of a statute to the contrary, each stock- 
holder has a right to purchase such propor 
tion of it, when the issuance and sale thereof 
are directed, as his holdings bear to the 
stock then outstanding. 


It has been held that the right to issue 
the remaining stock is a corporate fran- 
chise, held by the corporation in trust for 
the corporators, and that this right must 
be used for the benefit of all the sharehold- 
ers.° 

However, there are at least three deci- 
sions which are contrary to the general 
rule regarding rights in unissued stock. 
Justice Pound, in Dunlay v. Avenue,’ said: 


In respect to the balance of shares con- 
stituting the initial authorized issue, as dis- 
tinguished from new shares, the case is dif- 
ferent. The subscribers ordinarily take such 
shares with the clear understanding that the 
subscription shall be completed before they 
may rely on the preservation of their propor- 
tional status. The understanding may, how- 
ever, be otherwise. The issued stock may be 
related to the unissued stock as stock for im- 
mediate issue to stock for future expansion. 
In such case the pre-emptive right might not 
be denied. . . . If the issue of the unissued 
original shares, whenever authorized, is rea- 
sonably necessary to raise money to be used 
in the business of the corporation rather than 
the expansion of such business beyond the 
original limits, the original shareholders have 
no right to count on obtaining and keeping 
their proportionate part of the original stock. 


*Eidman v. Bowman, 58 Ill. 444 (1871); Levy 
v. Sattler, 118 Wis. 308 (1919); Titus v. Paul State 
Bank, 32 Idaho 23 (1919); Thurmond v. Paragon 
aw Co., 82 W.Va. 49 (1918); 52 A.L.R. 234 


Idaho 23 (1919). 

* Reese v. Bank of Montgomery County, 31 Pa. 
78 (1855); Humboldt Driving Park Association v. 
Stevens, 34 Nebr. 528 (1892). 

7253 N.Y. 274 (1980). 
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Some Legal Aspects of Stock Rights 


In Archer v. Hesse,® Justice McLaughlin 
maintained that: 

A corporation may use its original unissued 
authorized capital stock for any legitimate or 
lawful purpose it sees fit... . Before making 
such use it is not obligated to give to existing 
stockholders an opportunity to purchase. 


This view, however, has been criticized as 
being extreme. In Curry v. Scott,’ it was 
held that an old stockholder had no right 
to subscribe to the untaken stock forming 
part of the original capital superior to 
the right of one who owned no stock. 

The reasoning upon which the general 
rule is based has varied with the several 
courts which have been concerned with 
stock rights decisions. It is generally main- 
tained that a stockholder is entitled to 
keep his proportional interest in the cor- 
poration, no matter whether that interest 
is large or small,*® because it is an inherent 
and inchoate right by virtue of his being 
a stockholder.” Furthermore, his power to 
vote cannot be curtailed by the issue of 
new stock to outsiders without giving him 
an opportunity to subscribe since this 
might permit the minority to wrest control 
from the majority.** In the leading case, 
Gray v. Portland,** Justice Sedgwick, 
looking upon the corporation at that early 
time as being similar to a partnership, gave 
the following argument: 


At the time of the vote to augment the 
capital of the bank, all the stockholders were 
partners. The augmentation was supposed to 
be, and intended for the profit of the joint 
concern; the capacity to augment was in vir- 
tue of their joint interest; and it could only 
be done by the will of the majority, and that 
in pursuance of their original association. The 
law, by which the partnership existed, and by 
which the united interest was regulated was 
that alone by which the augmentation could 


*150 N.Y.S. 296 (1914). 

*54 Pa. 270 (1867). 

*“Dousman v. Wisconsin, 40 Wis. 418 (1876); 
Hayes v. St. Louis, 298 S.W. 91 (1927); Sommer 
v. Armor Gas and Oil Co., 128 N.Y.S. 382 (1911). 
— v. Continental Trust Co., 91 N.Y.S. 289 

). 
*Dunlay v. Avenue, 253 N.Y. 274 (1930). 
™8 Mass. 864 (1807). 
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be made. Whenever a partnership adopts a 
project, within the principles of their agree- 
ment, for the purpose of profit, it must be 
for the benefit of all the partners, in pro- 
portion to their respective interests in the con- 
cern. Natural justice requires that the ma- 
jority should not have the power to exclude 
the minority... . 


According to Justice Thomson, in Crosby 
v. Stratton 


To dispose of the unissued or added stock 
to strangers, or to other stockholders with- 
out affording him an opportunity to take his 
pro rata share, would be, without his con- 
sent, to impair his interest and influence in 
the corporation, and diminish the relative 
value of his holdings. .. . 


Justice O’Brien, in Stokes v. Continental 
Trust Co.,” said: 


In the case before us the new stock came 
into existence through the exercise of a right 
belonging wholly to the stockholders. As the 
right to increase the stock belonged to them, 
the stock when increased belonged to them. 


Justice McLaughlin, in the same case, con- 
curred and added: 


A stockholder, prior to the increase, has a 
right to a voice in the management, and to 
a share of the assets of the corporation, on 
fina] dissolution, in the proportion that his 
holdings bear to the then outstanding capital 
stock. These rights are materially affected 
by an increase of the capital stock, and such 
increase must therefore be made in a manner 
to enable him to become the purchaser of such 
a proportion of the increased stock as will 
preserve his right to the same proportion in 
the assets on final liquidation as he originally 
had, and also the same voice in the manage- 
ment of the corporation. .. . 


Justice Pitney, in Miles v. Safe Deposit 
and Trust Company of Baltimore,”* held 
that: 


The right to subscribe to the new stock was 
but a right to participate, in preference to 
strangers and on equal terms with other ex- 
isting stockholders, in the privilege of con- 


* 68 P. 180 (1902). 
* 91 N.Y.S. 289 (1904). 
* 259 U.S. 247 (1922). 


hief 
ate 
ab- 
DOr- 
eof 
the 
sue 
an- 
for 
ust 
ci- 
ral 
ck. 
id: om 
on- 
lis- 
lif- 
ch 
the 
ey 
or- 
be 
on, 
ed 
ea- 
ed 
an 
he 
ve 
ng 
ck, 
ate 
ron 
v. 
4 


124 


tributing new capital called for by the cor- 
poration—an equity that inheres in stock 
ownership under such circumstances as a 
quality inseparable from the capital interest 
represented by the old stock, recognized so 
universally as to have become axiomatic in 
American corporation law. . 


Justice Dodge, in Luther v. Luther,’” made 
this statement about the general rule: 


This doctrine rests on the idea that, while 
its own corporate stock is property, so that 
the sale and disposition thereof involves ques- 
tions of business policy properly controllable 
by the directors’ or stockholders’ meeting, the 
original issue thereof involves something 
more; that the latter act goes to underlying 
organization—modifies the fundamental ar- 
rangement and proportions of the members. 
This doctrine is supported by overwhelming 
and almost unconflicting array of authority. 


Justice Vann, in Stokes v. Continental 
Trust Company,” justifies the rule in this 
way: 

This rule is just to all and tends to pre- 
vent the tyranny of majorities which needs 
restraint, as well as virtual attempts to black- 
mail by small minorities which should be 
prevented. 


The court, in Humboldt Driving Park As- 
sociation v. Stevens,’® maintained that a 
number of persons relying upon the in- 
tegrity of each other might be willing to 
become members of a corporation while 
they would not become such members if 
the stockholders were unforeseen. Another 
view is that the corporation is a trust and 
the stockholder a cestué que trust accord- 
ing to his interest and shares and the cor- 
poration must act for his benefit.”° 

In Falk v. The Dirigold Corporation,” 
the company increased the number of its 
shares of no par value common stock from 
1000 to 35,000. There was no increase of 
capital because the increased number of 


™ 118 Wis. 112 (1903). 

91 N.Y.S. 239 (1904). 

1 34 Nebr. 528 (1892). 

* Stokes v. Continental Trust Co., 91 N.Y.S. 239 
(1904). 

174 Minn. 219 (1928). 
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shares represented the same property as 
the smaller number had previously repre. 
sented. Falk, who held 100 shares of the 
original stock, was held to be entitled to 
his proportion of the increased number or 
3500 shares. It is quite obvious that there 
was no occasion for application of the gen- 
eral rule governing proportional rights in 
new stock issues. 

If new shares of a going corporation are 
sold to outsiders or to a selected group 
of shareholders at a price which is less than 
the book value of the old shares, the stock- 
holders who are not permitted to subscribe 
will suffer a diminution in the value of their 
shares. The effect of such sale is to give 
to the outsiders a part of the surplus 
earned before they became stockholders and 
to take the same amount from the value 
of the shares of the old stockholders. In 
case of sale to selected shareholders, the 
effect is to give them more of the accumu- 
lated surplus than they are entitled to re- 
ceive while the surplus of the other stock- 
holders will be diminished by the same 
amount. Furthermore, a shareholder’s in- 
terest is not confined to the present but 
extends to the future. Consequently, the 
old stockholders will receive less of the fu- 
ture increases in profits than they would 
be entitled to had they been permitted to 
purchase their proportionate share of the 
new stock. 

Treasury stock which is treated as gen- 
eral assets and is sold for the payment of 
liabilities or for the general benefit is not 
stock in which the stockholders have any 
preferential right over outsiders when it 
is disposed of.”* Justice Thomson, in Cros- 
by v. Stratton,”* made the following state- 
ment: 


But because, to prevent impairment of their 
interests, corporators have a preference in the 
purchase of unissued or new stock, it does not 
follow that they have any right over strangers 
in the purchase of stock which has been paid 


* Bonnet v. First National Bank of Eagle Pass, 
60 S.W. 325 (1900); Crosby v. Stratton, 68 P, 130 
(1902) ; State v. Smith, 48 Vt. 266 (1876) ; 14 Corpus 
Juris 396; 7 Ruling Case Law 206. 

P. 180 (1902). 
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Some Legal Aspects of Stock Rights 


for and issued, but transferred back to the 
corporation as part of its general assets. Their 
right in the one case is founded on reasons 
which have no existence in the other. The 
issued stock of a corporation represents its 
paid-up capital. The holder owns it and dis- 
poses of it as he sees fit, and if it finds its 
way back into the treasury, it becomes assets 
in the same sense that the corporation’s other 
property is assets. It is still part of the paid- 
up capital ; and its sale no more affects the 
value of the other stock, or the standing of the 
stockholders on the corporation, than the sale 
of the corporation’s tools or machinery. The 
relative value of all the stock is the same 
whether the particular stock of which we are 
speaking remains in the hands of the original 
holders, or has been acquired from them by 
the corporation and placed in its treasury.... 
It is altogether immaterial whether the stock- 
holders sold the stock themselves or turned it 
over to the company to be sold. In either case, 
they parted with all their interest in the stock, 
and put its further disposition entirely beyond 
their control. So far as our research has ex- 
tended, the authorities are unanimous that 
where stock, once issued, returns to the pos- 
session of the corporation, upon its reissue 
and sale the right of purchase of stockholders 
and strangers is the same... . 


According to Circuit Judge Hand in 
Borg v. International Silver Company, 11 
Fed. (2d) 147 (1925) : 


But treasury shares have by hypothesis 
once been issued, and have diluted, as it 
were, the shareholder’s voting power ab initio. 
He cannot properly complain that he is given 
no right to buy them when they are resold, 
because that merely restores the status he 
originally accepted. All he can demand is that 
they shall bring to the corporate treasury 
their existing value. If they do, his proportion 
in any surplus is not affected... . 


In Bonnet v. First National Bank of Eagle 
Pass,** Justice Neill maintained that: 


The general rule applies only when the 
capital is actually increased, and not to a re- 
issue of any portion of the original stock. 


However, if the treasury stock is can- 
celed and retired and is later reissued, the 
holders of the original stock are entitled 


* 60 S.W. 325 (1900). 
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to an opportunity to take a proportionate 
share of it. According to Justice Rosen- 
berry, in Dunn v. Acme and Garage Com- 
pany :” 

What is the effect, then, of a lawful pur- 
chase of its own capital stock by a corpora- 
tion? If retired, canceled, and placed in the 
treasury of the company and not reissued, 
manifestly its effect is to decrease the out- 
standing capital stock. When the capital 
stock of the corporation has been decreased 
and it is proposed to reissue the repurchased 
stock, every reason for making such reissue 
proportionate to the holdings of the then 
stockholders exists that would exist if such 
increase were of stock not theretofore issued 
or an increase in the authorized capital... . 


The court admitted that a different ques- 
tion would have been presented if the stock 
had been carried on the books as an asset 
and a liability. The Acme Auto and Garage 
Company did not have the item on either 
side of the balance sheet. 

In one case,” stockholders transferred a 
part of their stock to the corporation to 
be used as general assets and the officers 
of the company reported these shares as 
unissued stock. The court held that such 
report did not change its real nature as 
issued stock and, therefore, the stockhold- 
ers had no preference when the shares were 
sold as they would have had if the shares 
were issued for the first time. In short, the 
real nature of the stock was decisive. 

Stockholders have no prior right over 
outsiders to purchase stock which has been 
issued in payment for property purchased 
by the corporation and made a part of the 
corporate assets from which one stock- 
holder will receive the same benefit as an- 
other in proportion to his shares in the 
company.”’ Justice Vann, in Stokes v. Con- 
tinental Trust Company,” made this state- 
ment: 

168 Wis. 128 (1918). 

* Crosby v. Stratton, 68 P. 180 (1902). 

7 Archer v. Hesse, 150 N.Y.S. 296 (1914); Bon- 
net v. First National Bank of Eagle Pass, 60 S.W. 
325 (1900) ; Dunlay v. Avenue, 253 N.Y. 274 (1980) ; 
Meredith v. New Jersey Zinc, 55 N.J. Eq. 454 
(1897); 14 Corpus Juris 396, 397; 7 Ruling Case 
Law 206, 207. 

%91 N.Y.S, 239 (1904). 
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When the new stock is issued in payment 
for property purchased by the corporation, 
the shareholders’ right is merged in the pur- 
chase, and they have an advantage in the 
increase of the property of the corporation 
in proportion to the increase of stock... . 


In Bonnet v. First National Bank of Eagle 
Pass,” Justice Neill said: 


It has been maintained, however, that where 
the statute provides for the issue of stock in 
payment for property, increased capital stock 
may be so issued without the same being first 
offered to existing stockholders. . . 


Meredith v. New Jersey Zinc®® is a case 
involving a mining and manufacturing cor- 
poration which issued new stock for mines 
that became property of the corporation. 
Vice-Chancellor Pitney held that this be- 
came common property from which all 
stockholders would receive the same benefit 
and that the original stockholders could 
not insist that a proportional part of the 
new shares be issued to them. 

It has been held in several jurisdictions 
that original stockholders have no prior 
right to subscribe to a proportionate share 
of new stock issued to effect a consolida- 
tion.” In the leading case on this point, 
Bonnet v. First National Bank of Eagle 
Pass,*? Justice Neill said: 


To say, when the First National Bank as- 
sumed this attitude, that each of its original 
stockholders was entitled to demand such a 
proportion of the increased stock as the num- 
ber of shares he owned bore to the whole 
number of shares before the increase, would 
be to deprive the old shareholders of the 
Simpson National Bank not only of the value 
of their stock, but to take from them all the 
assets of the old bank. What could be more 
manifestly unjust? .. . 


The reasonableness of this rule is apparent 
from a simple hypothetical case. Suppose 
that Corporations A and B wish to con- 
solidate. Each has 1000 shares of com- 
mon stock outstanding and neither has a 


60 N.W. 825 (1900). 

” 55 N.J. Eq. 454 (1897). 

* Archer v, Hesse, 150 N.Y.S. 296 (1914). 
* 60 S.W. 325 (1900). 
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surplus. Corporation A might issue 1000 
shares of new stock and purchase the busi- 
ness of Corporation B with it. Corporation 
B could then exchange the new stock with 
its stockholders for the old stock and the 
consolidation would be completed. To per- 
mit the original stockholders of Corpora- 
tion A to purchase all of this stock as they 
would be entitled to under the general, rule 
of prior rights in new issues, would make 
such a consolidation impossible. 

Directors of a corporation may not de- 
prive the other shareholders of their stock 
rights. This has been the decision reached 
in numerous cases.** According to Justice 
Walker, in Eidman v. Bowman:** 


. . and it is manifest, that the directors have 
no more power over the individual property 
or rights of the shareholders than of other 
persons. . . . It would be a dangerous power 
to entrust to directors the power to increase 
the stock of the company at pleasure, and to 
sell to whom they might choose. . . 


Justice Andrews, in Whitaker v. Kilby,” 
states the rule as follows: 


Directors cannot, with secret knowledge of 
the existence of a contract which they claim 
to be of great value, issue treasury stock of 
the corporation and buy it in themselves, par- 
ticularly when the transaction converts them 
from minority to majority stockholders. 


In Dunlay v. Avenue,** Justice Pound said: 


Directors may not authorize the issue of 
unissued stock to themselves for the primary 
purpose of converting them from minority to 
majority stockholders. Such . . . is inequitable 
in the highest degree. It involves a breach 
of duty of the directors as fiduciaries repre- 
senting all the stockholders irrespective of 
any doctrine of preémptive right... . 


Vice-Chancellor Grey, in Way v. American 
Grease Company,” held that where direc- 


® Kidman v. Bowman, 58 Ill. 444 (1871) ; Electric 
v. Electric, 200 Pa. 516 (1901); Gray v. Portland, 
3 Mass. 364 (1807); Jones v. Concord, 30 A. 614 
(1892); Luther v. Luther, 118 Wis. 112 (1908); 
Snelling v. Richard, 166 Fed. 685 (1909) ; Stokes v. 
Continental Trust Co., 91 N.Y.S. 289 (1904). 

* 58 Ill. 444 (1871). 

N.Y.S. 511 (1907). 

% 253 N.Y. 274 (1930). 

60 N.J. Eq. 268 (1900). 
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tors issued stock to their friends for but 
a small proportion of its par value, in 
breach of the by-laws of the company, for 
the purpose of securing themselves in office 
and in control of the corporation, their 
conduct was a fraud upon the existing 
stockholders. The courts of Pennsylvania,” 
Wisconsin,*® and England*® hold that such 
action on the part of the directors is a 
breach of duty on their part. Moreover, 
the directors have no power to distribute 
all the shares to stockholders who are not 
in arrears on the basis of shares already 
held by them, and so deprive the indebted 
shareholders of their rights.** 

It has been held that a majority of the 
stockholders may not deprive their fellow 
shareholders of their subscription rights 
in new or unissued stock when sold by the 
corporation. In Hammond y. Edison,’ the 
court decided that a two-thirds vote ef the 
stockholders was ineffective when contrary 
to the wishes of the minority in respect to 
a premium on the new issue. The court, 
in Jones v. Morrison,** held that a vote 
at a stockholders’ meeting ordering new 
stock to be sold, without giving a stock- 
holder an opportunity to purchase his 
share, was void as to the stockholder, un- 
less he consented to it. 

However, the right of a shareholder to 
subscribe to a proportionate part of new 
or unissued stock is not absolute. The stat- 
utes and the charter of a corporation may 
give such rights** and may curtail them.*° 
According to Chief Justice Gummere, in 
Bingham v. Savings Investment and Trust 
Company :*° 


* Electric v. Electric, 200 Pa. 516 (1901). 

Luther v. Luther, 118 Wis. 112 (1903). 

“10 British Ruling Case Law 19. 

“Humboldt Driving Park Association v. Stevens, 
34 Nebr. 528 (1892) ; Reese v. Bank of Montgomery 
County, 31 Pa. 78 (1855). 

“131 Mich. 79 (1902). 

“31 Minn. 140 (1883). 

“Cunningham’s Appeal, 108 Pa. 546 (1885); 
Mason v. Davol, 182 Mass. 76 (1882); Real Estate 
Trust Co. v. Bird, 90 Md. 229 (1899); Van Slyke 
v. Norris, 159 Minn. 68 (1924). 

“Ohio Insurance Co. v. Nunnemacher, 15 Ind. 
294 (1860); Real Estate Trust Co. v. Bird, 90 Md. 
229 (1899). 

“140 A. 821 (1928). 
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The right of stockholders to participate 
in an increase in the capital stock of the cor- 
poration is purely statutory, and subject to 
modification and repeal by the legislature . . . 


Justice Perkins, in Ohio Insurance Com- 
pany v. Nunnemacher,*’ held that a char- 
ter which was inconsistent with the general 
principle that existing stockholders are en- 
titled to proportionate share of an increase 
in capital stock superseded such principle. 
In speaking of general rule, the court, in 
Real Estate Trust Company v. Bird,“ 
said: 

But the right may be qualified by the terms 
of the charter. 


Also, the by-laws to which complaining 
stockholders have consented will govern 
their subscription rights.** 


The majority of the stockholders may 
set the conditions under which the new 
stock may be issued.°° According to Justice 
Greenbaum, in Noble v. Great American 
Insurance Company :* 


There is no doubt that, in the case of an 
increase in the capital stock of a corpora- 
tion, each stockholder is entitled to subscribe 
to his proportionate number of the new shares 
upon the same terms as the other stockholders. 
But this right is subject to the conditions 
imposed by the majority of the stockholders 
in authorizing the issue. 


Justice Donnelly, in Hoyt v. Great Ameri- 
can Insurance Company,” said: 


It is likewise conceded that a majority of 
the old stockholders have a right to fix rea- 
sonable conditions and regulations concerning 
an issue of stock... . 


The majority may give a preference to a 
class of shareholders™ or it may set the 


15 Ind. 294 (1860). 

*90 Md. 229 (1899). 

“Qhio Insurance Co. v. Nunnemacher, 15 Ind. 
294 (1860). 

*® Hoyt v. Great American Insurance Co., 194 
N.Y.S. 449 (1922); Morris v. Stevens, 178 P. 568 
(1897) ; Stokes v. Continental Trust Co., 91 N.Y.S. 
289 (1904). 

51194 N.Y.S. 60 (1922). 

® 88 N.Y.S. 257 (1921). 
7 Ruling Case Law 206. 
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time within which the stock must be sub- 
scribed or any other reasonable conditions 
may be specified. 

In order to fix his right and put the cor- 
poration in default, the stockholder must 
demand his proportion of the new stock or 
make known to the corporation that he 
wishes to exercise his right and he must 
offer to subscribe and pay for such shares™ 
unless such demand and tender have been 
waived or rendered unnecessary by a viola- 
tion of his rights by the corporation.™ If 
a time limit is set, the demand and tender 
must be made before the expiration of such 
limit.°° In regard to this point, Justice 
Pound, in Sommer v. Armor Gas and Oil 
Company,” said: 


The right of existing stockholders to sub- 
scribe for increased capital stock must be 
exercised within a fixed or reasonable time, 
and mere failure to exercise such right within 
such time bars the stockholder from contest- 
ing a disposition of the stock to some one 
else.... 


In Bonnet v. First National Bank of Eagle 
Pass,”* Justice Neill states the rule in 
these words: 


This right of the holder of original stock 
must be exercised within a fixed or reasonable 
time; and, if the shareholder fails to avail 
himself of it, he is barred by laches or ac- 
quiescence of his right to contest the disposi- 
tion of the stock to some one else. 


Chief Justice Shaw, in Sewal v. Eastern 
Railroad,” held that a corporation was 
justified in selling shares subscribed for 
by a purchaser of stock rights who failed 
to pay the first installment thereon. Tender 
of the purchase price may be excused if it 


* Bates v. United Shoe Machinery Co., 206 Fed. 
716 (1913) ; Bonnet v. First National Bank of Eagle 
Pass, 60 S.W. 825 (1900) ; Hoyt v. Shenango Valley 
Steel Co., 207 Pa. 208 (1903); Ohio Insurance Co. 
v. Nunnemacher, 15 Ind. 294 (1860); Miller v. Illi- 
nois Central Railroad, 24 Barb 312 (1857); 14 
Corpus Juris 398. 

= 14 Corpus Juris 398. 

® Hart v. St. Charles Street Railroad Co., 30 La. 
Ann. 758 (1878); Baltimore City Pass. v. Hamble- 
ton, 77 Md. 341 (1893). 

"128 N.Y.S. 382 (1911). 
* 60 S.W. 325 (1900). 
"9 Cush. (Mass.) 5 (1851). 
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is evident that the money would have bes 
refused if it had been offered.® However, 
the stockholder must be ready to perform, 
In Ohio Insurance Company v. Nunne 
macher,™ the court held that a tender was 
necessary despite the fact that the secre 
tary of the corporation had told the com 
plaining stockholder that the latter could 
have no stock. 

The holders of the original stock are 
entitled to notice and a reasonable time 
within which to subscribe to the new 
shares.” In Hoyt v. Great American In 
surance Company,” the plaintiff’s testator 
owned shares in the defendant corporation 
which increased its stock from $200,000 
to $500,000 at a special meeting of the 
stockholders. The new stock was offered 
to existing stockholders at $150 per share 
pro rata on November 4, 1918. Accord 
ing to the records of the company the ad- 
dress of plaintiff’s testator was Yokohama, 
Japan, and the officers claimed to have 
mailed a notice of the special meeting to 
that address on October 7, 1918. The no- 
tice was never delivered and the testator 
of the plaintiff died on December 15, 1918. 
The shares to which the testator was en- 
titled to subscribe were sold to the diree- 
tors of the corporation on December 15, 
1918. Justice Donnelly gave the decision 
in favor of the plaintiff on the ground that 
the testator was not given reasonable time 
in which to subscribe to the stock. In Petty 
v. Knight-Petty Mercantile Company, the 
by-laws of the corporation provided that 
five-day notice should be given to all share- 
holders before the sale of unissued stock. 
Chancellor Jones held that a sale was not 
invalidated by the fact that one stockholder 
received notice only four days before such 
sale when the right of no one was prejudiced 
and the complaining stockholder admitted 
that he had no intention of purchasing any 
of the shares. 

In Hart v. St. Charles Street Railroad 

® Hill v. Mutual Oil Co., 65 Mont. 317 (1922). 

" 15 Ind, 294 (1860). 

a be = v. Kitanning Brewing Co., 259 Pa. 510 


© 188 N.Y.S. 257 (1921). 
“220 P. 885 (1923). 
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Company,” Justice Spencer held that where 
the charter of a corporation provided for 
a notice of sixty days of an increase in 
the capital stock, within which time any 
stockholder might subscribe for additional 
shares, any stockholder who did not apply 
and tender payment within that time for- 
feited his right. Justice Greenbaum, in No- 
ble v. Great American Insurance Com- 
pany,” also ruled that a stockholder who 
failed to exercise his right, to subscribe for 
new stock within the time fixed, was deemed 
to have waived it. Pearson v. London and 
Croydon Railway Company” is an English 
case in point. A notice of the right to sub- 
scribe to new stock was issued on July 25th 
and the notice contained the statement that 
the right must be exercised on or before the 
following August 10th. Vice-Chancellor 
Shadwell decided that a stockholder lost 
that right by not subscribing before the 
last-mentioned date, notwithstanding the 
fact that he was in Naples, and did not re- 
ceive the notice until August 12th. 

Where a corporation is authorized to 
increase its capital stock by a specified 
amount and issues but part of this amount, 
the question may arise as to whether a 
stockholder is entitled to subscribe to a pro- 
portionate amount of the authorized in- 
crease or to take his proportion of the 
amount which is actually issued. This point 
was before the court in Hammer v. Cash, 
and, Justice Owen gives the following state- 
ment of the prevailing rule: 


Bearing in mind that this right is accorded 
to the stockholder in order that he may main- 
tain his relative voice in the affairs of the 
corporation, it is manifest that the reason 
upon which the principle is founded is fully 
satisfied if he is permitted to purchase his 
relative proportion of such amount of the 
stock as is authorized to issue. . 


Only those who actually own stock in the 
corporation or their assignees are entitled 
to participate in the distribution.” In Mil- 


“30 La. Ann. 758 (1878). 

“194 N.Y.S, 60 (1922). 

"14 Sim. 541 (1845). 

“172 Wis. 185 (1920). 

“Schmidt v. Marconi Wireless Tel. Co., 86 N.J.L. 
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ler v. Illinois Central,"° the court held 
that it was necessary to be an owner or an 
assignee at the time when the stock was is- 
sued. This position is supported by Strick- 
ler v. McElroy” in which it was decided that 
only the stockholders at the time the in- 
crease was actually issued and not those 
at the time the increase was authorized or 
voted might take a proportionate part of 
the new issue. The holder of an option to 
purchase old stock or an executory con- 
tract for its purchase, does not give such 
holder a right to subscribe to new or un- 
issued shares.”* The corporation is bound to 
recognize the rights of only those who ap- 
pear by its records to be stockholders.” 
However, it is not permitted to deprive a 
bona fide holder of his right to subscribe by 
wrongful refusal or failure to make a trans- 
fer on its records.” 

It has been held that all classes of share- 
holders are entitled to subscribe to their 
proportionate part of new or unissued 
stock.”* Unless there is a contract to the 
contrary, the preferred will share with the 
common. Justice Smith, in Jones v. Con- 
cord,” said: 


But by “preferred stock” is understood 
stock which gives to the owners a priority 
of dividends, and no priority of assets or 
capital unless expressly stipulated for. As 
to those they rank with ordinary holders. 
. . . They have the right to vote and to ex- 
ercise the various rights of shareholders. . 


According to a standard legal work :™ 

Every shareholder, of whatever class, has 
a right to share, and to share equally, unless 
one class has by contract been given a prefer- 
ence. 


188 (1914) ; Strickler v. McElroy, 45 Pa. Super. 165; 
Van Slyke v. Norris, 159 Minn. 68 (1924). 

24 Barb. 812 (1857). 

"45 Pa. Super. 165. 

™ Schmidt v. Marconi Wireless Tel. Co., 86 N.J.L. 
188 (1914); Van Slyke v. Norris, 159 Minn. 63 
(1924). 

™ Schmidt v. Marconi Wireless Tel. Co., 86 N.J.L. 
188 (1914). 

% Bates v. United Shoe Machinery Co., 216 Fed. 
140 (1914) ; Real Estate Trust Co. v. Bird, 90 Md. 
229 (1899). 

™ Jones v. Concord, 30 A. 614 (1892). 

A. 614 (1892). 

™7 Ruling Case Law 207. 
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The leading legal encyclopedia” maintains 
that: 


Common and preferred stockholders have 
an equal right to share in the distribution 
of new stock in the absence of statutory pro- 
vision or agreement to the contrary. 


However, this rule as stated in the above 
quotation is too broad and general to meet 
the needs of present-day business with its 
multiplicity of stock issues. It makes no dis- 
tinction between the different classes of pre- 
ferred stock. In Branch v. Riverside Mills, 
189 Va. 291 (1924), the court held that 
stock preferred only as to dividends entitled 
the holder to pre-emptive subscription 
rights in the next preferred issue while it 
was ruled in Niles v. Ludlow Valve Com- 
pany, 202 Fed. 141 that stock preferred 
as to dividends and assets gave its holder 
no such rights. It has been maintained 
that a rule of pre-emption based upon 
proportionate interest in voting control 
is in harmony with our case law (38 Yale 
Law Journal 568) and this view is strength- 
ened by the fact that there is no decision in 
which non-voting preferred stockholders 
have been given prior subscription rights 
to new stock issues. In General Investment 
Company v. Bethlehem Steel Corporation, 
88 N. J. Eq. 237 (1917), the court held 
that a preferred shareholder had no pre- 
emptive right in the creation of new shares 
unless the creation of such shares would in 
some material way adversely affect one or 
more of his interests in the corporation. In 
the opinion of the writer, this is the correct 
rule because it covers the various classes of 
preferences and the question of voting con- 
trol. 

In Pratt v. American Telephone Com- 
pany,” Justice Gardner held that a holder 
of notes convertible into shares at a date 
subsequent to the the increase of stock was 
not entitled to the right to subscribe to a 
proportion of the new issue on the ground 
that his rights as a stockholder were post- 
poned until the option was exercised. How- 
ever Vice-Chancellor Pitney, in Wall v. 


*14 Corpus Juris 397. 
141 Mass. 225 (1886). 
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Utah Copper Company,” decided that ap 
issue of bonds containing a privilege to the 
holder to convert the same into stoc 
amounted to an issue of stock and could 
only be issued subject to the right of each 
stockholder to share ratably in all increase 
of stock. 

Stock rights may have a market value 
when issued” and may be sold or assigned 
by an existing stockholder® if he does not 
care to take the shares.** But the directors 
of a corporation have no power to invite 
sealed bids for new stock and award it to 
the highest bidder.** In speaking of this 
point, Judge Bell, in Electric v. Electric," 
made the following statement: 


The authorities cited show that when the 
new stock is issued it should not be so dis- 
posed of as to change the power of control; 
the majority stockholders have a right toa 
majority of the new stock so as to preserve 
the right of control. But, if the proposed 
method, by secret bids to the highest bidder 
is permitted, what course must the majority 
stockholders adopt? Clearly, in order to retain 
their control, they would have to endeavor 
to surmise the highest price that the minority 
stockholders or any one else, would be willing 
to pay and then bid a trifle over such high- 
est price. And the minority stockholders might 
be very willing to pay a fictitious price, in 
the sense of a price not warranted by the earn 
ing power of the plant, but founded rather 
on a desire to get control of the corporation. 


The Supreme Court of Pennsylvania af- 
firmed this holding in a per curiam opinion. 
In Dunn v. Acme Auto and Garage Com- 
pany,” Justice Rosenberry said: 


. it appears therefrom that neither the 
plaintiff nor any one else could ascertain the 
value of the stock, and to say that offering 


70 N.J. Eq. 17 (1905). 

* Allen v. Long, 70 A.L.R. 1299 (1930). 

*® Hammond vy. Edison, 181 Mich. 79 (1902); 
Jones v. Concord, 30 A. 614 (1902) ; Stokes v. Con- 
tinental Trust Co., 91 N.Y.S. 289 (1904) ; 14 Corpus 
Juris 397, 398. 

®Scheirich v. Otis-Hidden Co., 204 Ky. 289 
(1924) ; Schramme v. Cowin, 199 N.Y.S. 98 (1928); 
Stokes v. Continental Trust Co., 186 N.Y. 285 
(1906). 

* Electric Co. v. Electric Co., 200 Pa. 516 (1901). 

200 Pa. 516 (1901). 

169 N.W. 297 (1918). 
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the stock for sale to the highest bidder pro- 
tects him in the enjoyment of his right to 
acquire his proportionate share of the pro- 
posed reissue is practically a contradiction in 
terms. In order to protect himself he would 
be obliged to guess at a fair price, with as 
much, if not more chance of guessing wrong 
as of guessing right. 


However, a majority of the stockholders 
may sell the new stock in parcels or bulk at 
public auction if every stockholder can 
bid.** According to Justice Vann, in Stokes 
y. Continental Trust Company :* 


When the new stock is issued for money, 
while the stockholders may provide that it 
be sold at auction or fix the price at which 
it is to be sold, each stockholder is entitled 
to his proportion of the proceeds of the sale 
at auction, after he has had the right to bid 
at the sale... . 


A stockholder’s right has not been in- 
fringed upon if the corporation passes a 
resolution requiring him to take the new 
stock at par or to sell the privilege of sub- 
scribing to others. In discussing this point, 
Justice Smith, in Jones v. Concord,® made 
this statement : 


Considering how habitual is the method of 
distribution that compels stockholders to buy 
new stock at par, or sell their right to buy 
it at that price in order to save their cor- 
porate interests, it must be regarded as settled 
by general opinion and custom that this 
method is not an infringement of the stock- 
holders’ rights and titles. . . . 


A stockholder who does not purchase or 
dispose of his proportion of the new or un- 
issued shares cannot afterward object if 
the corporation sells such shares to oth- 
ers.” Justice Dowling, in Conklin v. United 
Construction and Supply Company,” ex- 
pressed the prevailing law on the point in 
these words: 


“Stokes v. Continental Trust Co., 91 N.Y.S. 239 
(1904). 

“91 N.Y.S. 239 (1904). 

"30 A. 614 (1892). 

“Conklin v. United Construction and Supply Co., 
= 624 (1915); Jones v. Concord, 30 A. 614 

"151 N.Y.S. 624 (1915). 
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. a stockholder cannot complain if, after 
having been given a chance to get his propor- 
tion of an additional issue of stock on the 
same terms as others interested, he is unwill- 
ing to risk more money in the venture, and 
prefers to let the others interested take their 
chance on ultimate success... . 


If the corporation sells the shares at a pre- 
mium to outsiders, each stockholder is en- 
titled to his proportion of such premium.” 
Where the old stock has a book value great- 
er than par, it is proper to devote a part 
of the premium derived from the sale of the 
new stock to equalize the book value of the 
new stock with the old.** 

Holders of the original stock are entitled 
to subscribe for their proportion of new 
or unissued shares at par and a majority 
of the shareholders cannot put a premium 
on such stock in the absence of express au- 
thority.* This is true although the pre- 
mium is charged to all stockholders, the 
excess is used for the common good, and the 
price does not exceed the market value of 
the shares.” In Dunn v. Acme Auto and 
Garage Company,” Justice Rosenberry 
held that a stockholder who failed to bid on 
stock reissued and sold at a premium did 
not waive his right to maintain his propor- 
tionate shares of stock where the company’s 
books were in such condition as to make it 
impossible to determine the true value of 
the shares. According to Justice Moore, in 
Hammond v. Edison :** 


It would seem. . . that the right to sub- 
scribe for any increase of stock at par if he 
wishes to do so .. . is one of the rights ac- 
quired by the stockholder when he becomes a 
subscriber to the stock. . . . Our attention is 
not called to any authority which holds that 
an original stockholder is not entitled to his 
pro rata share of stock upon tendering its 
par value. We have been unable to find such 
authority. 


* Stokes v. Continental Trust Co., 91 N.Y.S. 239 
(1904). 

* Miller v. Payne, 150 Wis. 354 (1912). 

“Cunningham’s Appeal, 108 Pa. 546 (1885); 
Hammond v. Edison, 131 Mich. 79 (1902) ; Electric 
Co. v. Electric Co., 200 Pa. 516 (1901). 

* 14 Corpus Juris 396. 

* 169 N.W. 297 (1918). 

131 Mich. 79 (1902). 
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Commissioner Drury, in Scheirich v. Otis- 
Hidden Company,” said: 


There is no precedent or authority what- 
ever for requiring a corporation to sell new 
shares at book value to its stockholders. The 
almost unanimous voice of the courts and com- 
mentaries is that stockholders are entitled, 
as a matter of right, to take these new shares 
at par.... 


In Schramme v. Cowin,” the court main- 
tained that the price of new stock could 
not be less than par. 

Chief Justice Paxson, in De la Cuesta v. 
Insurance Company of North America,’ 
went so far as to hold that a stockholder 
who pays a bonus or premium, even under 
protest, can not recover it. But there is a 
contrary decision’ in the same state to the 
effect that if an original stockholder pays a 
premium in order to protect his right to 
subscribe he may recover the amount from 
the corporation. The latter case is, how- 
ever, not an appellate court decision. 

The general rule governing the issue of 
new stock at par to old stockholders has 
been repudiated in New York. In Stokes v. 
Continental Trust Company,’” the court 
held that, in the absence of statutory provi- 
sion, an increase of capital stock may be 
sold at a premium if the existing stockhold- 
ers are given the right to purchase at that 
price in proportion to their holdings. The 
court also decided that if the stockholders 
do not take the stock it may be sold to out- 
siders at that price. The reasoning of Jus- 
tice O’Brien follows: 


Upon a sale of increased stock, the prop- 
erty of the corporation, there may be, as here, 
two interests to be considered—one, of the 
stockholders; and the other, that of the cor- 
poration. Both are secured in case the com- 
pany receives, and, the subscriber pays as 
much for the stock as would be paid by an 
outsider. But if a single minority stockholder, 
against the view of the majority, can obtain 
stock at par when the company can obtain 
a greater sum from an outsider, which the 


204 Ky. 289 (1924). 

N.Y.S. 98 (1923). 

1 136 Pa. 62 (1889). 

* Dawson v. Insurance Company of North 
America, 6 Pa. Co. Ct. 214 (1888). 

291 N.Y.S. 239 (1904). 
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stockholder is unwilling to give, then the com. 
pany suffers, and a single stockholder, x 
the expense of the majority, gains. That js 
tantamount to saying that the right of a single 
stockholder to obtain increased stock at par 
is greater than the rights of the officers and 
other stockholders, and is greater than the 
rights of the corporation itself. We do no 
think that the primary right which he may 
have to subscribe to the new stock can be er. 
tended so as to menace the best interests and 
welfare of the corporation and its stockhold- 
ers, regarded as a whole. It cannot be that 
the rights of a single stockholder, when in 
conflict, are paramount to the rights of the 
corporation itself. 


A West Virginia Court’® has held that a 
corporation may lawfully raise working 
capital by selling unissued stock at a price 
previously determined by a majority vote 
of the stockholders. This decision, of course, 
permits the stock to be sold at a premium. 

If the value of a corporation’s shares is 
above par, the immediate effect of an in- 
crease of capital stock is to depreciate the 
value of the original shares unless the new 
issue is sold at or above the book value of 
the original stock. Consequently, if the old 
stockholders do not purchase the entire is- 
sue, it is to their advantage to have the 
shares sold at the actual book value or 
above rather than at par.’ 

The classification of stock rights as prin- 
cipal, income, or a combination of the two 
is important where a life tenant and a re 
mainderman are concerned. The general 
rule is that such rights are part of the prin- 
cipal, and, as such, must be retained by the 
trustee for the benefit of the remainder- 
man.” According to Chief Justice Bige 
low, in Atkins v. Albree :? 


It seems to us that the proceeds of the sale 
of the right to take new shares in the cor- 
poration are to be regarded as an extraor- 
dinary bonus or addition to the stock ... 
and that this increment must be treated as 
capital and added to the principal fund . .. 
The right or privilege to take new shares in 


% Thurmond v. Paragon Colliery Co., 82 W.V2. 
49 (1918). 

Stokes v. Continental Trust Co., 91 N.Y.S. 
239 (1904). 

5 14 Corpus Juris 397. 

16 94 Mass. 359 (1866). 
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s corporation upon an increase of the capi- 
tal stock within the limits fixed by the charter 
ig a benefit or interest which attaches to stock, 
not as profit or income derived from the prose- 
eution of the corporate business, but as inher- 
ent in the shares in their very creation... . 
It is true that the value of this right must al- 
ways depend essentially on the success with 
which the operations of the corporation have 
been conducted, and on the prospect of fu- 
ture income and profits which the condition 
of the business of the corporation holds out 
to its stockholders. But this does not change 
the nature of the right or interest. . . . It is 
still an original incident or attribute apper- 
taining to each share; a right to a larger par- 
ticipation in ownership, in the capacity of the 
corporation to earn profits ; and not the gain 
or income itself, actually earned by the cor- 
poration. In this view, the value of the right 
must be regarded as a part of the corpus of 
the property devised in trust .. . 


Justice Owen, in In re Merrill’s Estate,” 


said: 


It is a well-nigh universal rule that the 
benefit of a right given by a corporation to its 
stockholders to subscribe at par, or other fixed 
amount less than the intrinsic value, for a 
new issue of stock, is awarded to corpus and 
not to income, to the remainderman and not 
to the life tenant. ... 


In Hite v. Hite,’ Chief Justice Holt rea- 
soned in this way: 


It was also error to hold that the privilege, 
given by a corporation to its stockholders to 
take additional stock at par when the stock 
is worth more, belongs to the life tenant. 
This right stands upon a different footing 
from the claim to a stock dividend. It is a 
mere incident of the old stock. It is a right 
appurtenant to it, and as such, is a part of 
the capital. It cannot be fairly considered as 
income, but is inherent in the shares of stock 
in their creation. While the value of the right 
must depend essentially upon the success of 
the business of the company, this does not 
alter the nature of the right, and the stock 
is properly a part of the corpus of the es- 
tate of the owner. . . . It gave the right to a 
larger interest in the capacity of the business 
to make profits, but not to the income itself 


990 N.W. 215 (1928). 
93 Ky. 257 (1892). 
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However, where the new stock or the pro- 
ceeds from selling an option to purchase the 
shares actually represents profits, .t is in- 
come and belongs to the life tenant.*” In 
Wiltbank’s Appeal,”® Justice Agnew ruled 
that a trustee, holding stock in trust, who 
sold the privilege to subscribe should treat 
the proceeds as income where there was no 
serious diminution in the value of the old 
stock as a result of the new issue. Justice 
Timlin, in Will of Barron,’ held that the 
proceeds from the sale of rights to subscribe 
to additional shares should be divided pro 
rata between corpus and income. 

In regard to the taxation of stock rights, 
Chief Justice Rugg made this statement in 
a recent Massachusetts decision :*” 


As gains from the sale of capital assets, 
such rights, when sold and realized in cash, 
have the characteristics of income . . . and 
may be taxed as such... . 


In considering the basis for the tax, the 
same court added: 


. . not on the basis that the amount for 
which they are sold is a gain . . . but only on 
the basis that the gain subject to the tax is 
measured by the difference between the mar- 
ket value of such rights when received by 
the taxpayer and the market value for which 
they are sold... . 


Stockholders may give up their rights to 
a preference in subscribing to new or un- 
issued capital stock of a corporation.** 
According to Chief Justice Gilfillan, in 
Jones v. Morrison :*** 


There is no doubt that an old stockholder 
may waive his right to subscribe to new stock. 


In Morris v. Stevens,”** the court held that 
the old stockholders could order a new issue 
of stock sold to the public and the proceeds 
paid into the treasury. 

Original stockholders, by their conduct, 


1 Hite v. Hite, 98 Ky. 257 (1892); Holbrook v. 
Holbrook, 74 N.H. 201 (1907). 

1064 Pa. 256 (1870). 

1 163 Wis. 275 (1916). 

™ Allen v. Long, 70 A.L.R. 1299 (1930). 

43 Stokes v. Continental Trust Co., 186 N.Y. 285 
(1906). 

1431 Minn. 140 (1883). 

Pa. 563 (1897). 
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may ratify the sale of new stock to out- 
siders.*** But it has been held that the prin- 
ciple of ratification is applicable only in 
cases in which the sale of the stock is not 
tainted with fraud.*” Waiver or ratification 
will be implied in case of acquiescence with 
knowledge or where the holder of the orig- 
inal stock does not assert his right within a 
fixed or reasonable time.*** Justice Green- 
baum, in Noble v. Great American Insur- 
ance Company,’ said: 

If a stockholder fails to exercise his right 
within the time fixed, he must be deemed to 
have waived his right. 


In Bonnet v. First National Bank of Eagle 
Pass,’*° Justice Neill stated the rule in these 
words: 

This right of the holder of original stock 
must be exercised within a fixed or reasonable 
time; and, if the stockholder fails to avail him- 
self of it, he is barred by laches or acquies- 
cence of his right to contest the disposition of 
the stock to some one else. ... 


One who knows that the corporation in 
which he owns shares is issuing new or un- 
issued stock and stands idly by without 
offering to subscribe or tender the sub- 
scription price for his proportion of the 
stock is deemed to have waived his rights 
in the issue.*** However, a stockholder by 
receiving a part of his share of additional 
stock does not by so doing waive his right 
to demand the balance.’*? In Mason v. 
Davol,’*” the court held that one who does 
not take advantage of his stock rights 
is not entitled to receive premiums realized 
from the sale of the stock to outsiders un- 
less this privilege is given to him by statute 
or by vote of the stockholders. 


"6 Terry v. Eagle Lock Co., 47 Conn. 141 (1879); 

User) v. Bank of Montgomery County, 29 Pa. 537 
1857). 

*7 Upton v. Southern Produce Co., 133 S.E. 576 
(1926). 

™8 Crosby v. Stratton, 68 P. 180 (1902); Dusen- 
Tne Sagamore Development Co., 150 N.Y.S. 229 

1914). 

19 194 N.Y.S. 60 (1922). 

© 60 S.W. 825 (1900). 

%™ Hoyt v. Shenango Valley Co., 207 Pa. 208 
(1908) ; Wilson v. Bank of Montgomery County, 29 
Pa. 587 (1857). 

™ Schmidt v. Pritchard, 185 Iowa 240 (1907). 

%3 132 Mass. 76 (1882). 
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Where a stockholder waives to the cor 
poration his future right to subscribe to 
new shares and later transfers his stock 
to one who has no notice of the waiver, 
such a transferee is not affected by the 
waiver and is entitled to subscribe to the 
new shares which were authorized while he 
held such original stock.** 

If a corporation violates the rights of 
existing stockholders to take proportion- 
ate shares of new or unissued stock, duly 
authorized by charter or statute, by selling 
such stock without giving original stock- 
holders an opportunity to subscribe, such 
sale is not ultra vires.’ That stockhold- 
ers who have the right to subscribe to new 
stock cannot object that others have not 
such right, was the decision of Circuit 
Judge Hook, in Weidenfeld v. Northern 
Pacific Railway Company.” 

The courts do not require the corpora- 
tion to give actual notice of a proposed 
increase in stock to each stockholder but 
the company must make a reasonable ef- 
fort to give the old stockholders an oppor- 
tunity to take their share of the im 

A subscriber for increased stock which 
has not been paid for in full is liable for 
the balance to pay corporate debts. If 
the amount due on the stock is not paid the 
corporation may sell the stock. An agree- 
ment to take increased shares is enforce 
able. 

The question whether an original stock- 
holder who unqualifiedly subscribes for new 
shares is entitled to cancellation of his 
subscription and the return of the money 
if all the new shares are not taken was 
before the court in Avegno v. Citizens’ 
Bank of Louisiana.*” Chief Justice Ber- 
mudez held that in the absence of any 
stipulation or limitation to the contrary, 
a subscription of this type was not con- 


7 aa Estate Trust Co. v. Bird, 90 Md. 229 
1899). 

3% Waters v. Waters, 115 N.Y.S. 482 (1909). 

Fed. 305 (1904). 

™ Hoyt v. Great American Insurance Co., 194 
N.Y.S. 449 (1922). 

™ Clarke v. Thomas, 34 Oh. St. 46 (1877). 

40 La. Ann. 799 (1888). 
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tingent upon the taking of all the shares 
and was absolute and binding. 

Conklin v. United Construction and 
Supply Company*” is an unusual case. 
Jarvis and Conklin organized a corpora- 
tion with a capital stock of $100,000, of 
which, only $2,000 was paid in. The com- 
pany became financially embarrassed and 
Conklin was urged to take half of the un- 
issued stock but he refused to subscribe. 
Jarvis then took all of the unissued stock 
and paid the corporation for it. Later the 
company became prosperous and Conklin, 
through the courts, attempted to have half 
of the stock purchased by Jarvis cancelled 
in order that he might be equally interested 
in the corporation. It was held that there 
should be no cancellation. Justice Dowl- 
ing said : 

. a stockholder cannot complain if, after 
having been given a chance to get his pro- 
portion of an additional issue of stock on the 
same terms as others interested, he is unwill- 
ing to risk more money in the venture, and 
prefers to let the others interested take their 
chances on ultimate success. ... 


In Scheirich v. Otis-Hidden Company,*™ 
the facts indicate that Scheirich was un- 
able to take his proportion of a new issue 
of stock and when the stock was sold to 
other stockholders he found that the book 
value of his stock was reduced. He sued 
the stockholders who purchased the new 
stock to recover the depreciation in his 
shares. Scheirich maintained that the stock 
should have been sold at book value. The 
court stated that the plaintiff could have 
protected his interests by selling his rights 
and decided in favor of the defendant. 

Before a stockholder who has been de- 
prived of his right to share in an increase 
of stock can maintain an action, he must 
show that such increase was actually 
made." According to Chief Justice Rugg, 
in Allen v. Long:*** 

Whatever may be the nature of the right 
to subscribe for new shares, it is plain that 


™ 151 N.Y.S. 624 (1915). 
204 Ky. 289 (1924). 
Einstein v. Rochester Gas and Electric Co., 
146 N.Y. 46 (1896). 
™70 A.L.R. 1299 (1980). 
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such right does not come to the shareholder 
nor become a thing of value and transferable 
and salable, until actually declared and issued 
by the corporation. .. . 


In Terry v. Eagle Lock Company,’ Jus- 
tice Carpenter held that the mere vote to 
increase the stock did not give it existence 
so that a stockholder acquired a vested 
interest in it, and that the company had 
full power to rescind the vote. 

A stockholder who wishes to maintain 
an action against a corporation for fail- 
ure or refusal to allow him to subscribe for 
his share of new stock, must allege and 
prove a demand for the stock and an offer 
to subscribe and pay for it.*** He must 
bring action before the time limit specified 
in the Statute of Limitations. In Wood- 
worth v. Carroll,’*® the court held that a 
stockholder could not recover for a stock 
right denied him by a corporation more 
than six years previously on the ground 
that his action was barred by the six-year 
Statute of Limitations which prevails in 
Minnesota. 

If the corporation has sold the stock to 
which a shareholder was entitled to sub- 
scribe, such a shareholder may maintain 
an action at law for damages against the 
corporation where the value of the stock 
can be ascertained with reasonable cer- 
tainty and where damages will afford ade- 
quate relief.**’ One must bear in mind that 
remedy at law is likely to be inadequate 
because the complaining stockholder’s 
stock is diminished in value by the money 
paid out of the corporation in the form 
of damages. Nevertheless, the court, in De 
la Cuesta v. Insurance Company,’ held 
that a stockholder had an adequate remedy 
in damages for a refusal of the corpora- 
tion to recognize his rights in a new issue 
of stock. If the directors dispose of the 
new or unissued stock to the shareholders 


447 Conn. 141 (1879). 

#5 Hoyt v. Great American Insurance Co., 194 
N.Y.S. 449 (1922) ; Wilson v. Bank of Montgomery 
County, 29 Pa. 587 (1857). 

16 104 Minn. 65 (1907). 

7 Kidman v. Bowman, 58 Ill. 444 (1871); Gray 
v. Portland, 3 Mass. 364 (1807) ; Stokes v. Continen- 
tal Trust Co., 91 N.Y.S. 289 (1904). 

88 136 Pa. 62 (1889). 


or- 
to 
ock 
er, 
he 
the 
he 
of 
on- 
ly 
ing 
ck- 
ch 
ew 
ot 
uit 
ern 
ra- 
sed 
put 
ef- 
or- 
in- 
ich 
for | 
If 
the 
ee- 
ce 
ck- | 
ew 
his 
ney 
vas 
ns’ 
er- 
any 
ry; 
on- 
229 


136 


unequally and in violation of the rights of 
any, each one injured may sue the corpora- 
tion.*** Moreover, stockholders may main- 
tain an action at law against directors 
who have wrongfully issued stock to them- 
selves in order that they may recover their 
proportion of the profit derived by the 
directors from the transaction.” 

If a stockholder is unable to obtain jus- 
tice at law, he may enforce his right in 
equity.*** Where the corporation attempts 
to deprive him of his share of the new or 
unissued stock he may be entitled to an in- 
junction.*** According to Taylor on Cor- 
porations, Section 569: 


Accordingly, when a corporation is issuing 
new stock generally, and refuses to issue to 
a stockholder his due proportion, he can com- 
pel it to do so by a suit on equity; at least, 
so long as there remains stock undisposed 
of. 


In Trask v. Chase,’** it was held that 
equity will interfere where the directors 
representing only in minority of the stock- 
holders, in violation of the by-laws giving 
stockholders proportionate rights, intend 
to issue the unissued stock to themselves. 
Equity will also assist complaining stock- 
holders where the directors issue new 
stock’** or treasury stock** to themselves 
in order to secure control of the corpora- 
tion. Equity has jurisdiction to set aside 
an issue of stock of a corporation, pur- 
chased by the directors, where the question 
of control is concerned. But if the stock 
is in the hands of bona fide subscribers 
without notice, the courts will not inter- 
fere for the purpose of cancellation.’ It 
has also been held to be inequitable to can- 
cel stock in the hands of the directors of 


*” Reese v. Bank of Montgomery County, 31 Pa. 
78 (1855). 

“ Strickler v. McElroy, 45 Pa. Super. 165. 

41 Bates v. United Shoe Machinery Co., 216 Fed. 
140 (1914). 

42 Dousman v. Wisconsin, 40 Wis. 418 (1876). 

43107 Me. 187 (1910). 

“ Snelling v. Richard, 166 Fed. 635 (1909). 

1 Elliott v. Baker, 194 Mass. 518 (1907). 

“Glenn v. Kitanning Brewing Co., 259 Pa. 510 
(1918). 

“7 Kidman v. Bowman, 58 Ill. 444 (1871). 
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the corporation if the corporation has re- 
ceived payment.’** A contemplated distri- 
bution of increased stock by a corporation 
which benefits the stockholders generally 
will not be enjoined at the request of an in- 
dividual stockholder on the ground that 
some other distribution would be more 
profitable to him.*** Under some circum. 
stances the equity courts will order specific 
performance. In Falk v. The Dirigold Cor- 
poration,**° Chancellor Taylor held that 
where there was no definite basis for as- 
sessing damages specific performance 
might be enforced. 

The general rule is that damages for the 
wrongful disposition of a _stockholder’s 
share of new or unissued stock is the dif- 
ference between the par or other price set 
by the corporation and the market value on 
the date of such disposition with interest 
at the legal rate.*** Justice Neill, in Bon- 
net v. First National Bank of Eagle 
Pass,*** stated the rule in these words: 


And the measure of damages is the excess 
of the market value above the par value at 
the time of the issue of the shares, with legal 
interest on such excess... . 


Since the stockholders can purchase the 
stock at the market price from outsiders, 
his damages for deprivation of his rights 
can be measured by the difference between 
this price and the par or price set by the 
corporation with the addition of interest ou 
that amount at the legal rate from the 
time of the wrongful disposition to the 
date of recovery from the corporation. If 
the corporation has wrongfully refused to 
permit a stockholder to subscribe for his 
proportionate share, the damages are 
measured by the difference between the 
highest market value in the interval be 
tween the refusal and the trial and the 
price to be paid for the stock.*™* 


Morris v. Stevens, 178 Pa. 563 (1897). 

“ Jones v. Concord, 30 A. 614 (1892). 

™ Falk v. The Dirigold Corporation, 174 Minn. 
219 (1928). 

*! Gray v. Portland, 3 Mass. 364 (1807); Stokes 
v. Continental Trust Co., 91 N.Y.S. 289 (1904). 

2 60 S.W. 825 (1900). 

™ Kidman v. Bowman, 58 III, 444 (1871). 
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THE ACCOUNTING EXCHANGE 


A ProBLEM ON THE ADMISSION OF A 
PaRTNER 


of a new partner to a firm, when the 

books of the old firm are to be con- 
tinued, two methods are suggested by dif- 
ferent textbooks. Often the two methods 
will be offered by the same text as alterna- 
tives. These two methods most commonly 
presented are illustrated below, the illus- 
trations being based upon the following 
data : 


F problems involving the admission 


A and B 
Balance Sheet 
October $1, 1931 


Assets 
3 50,000 

Equities 
$ 50,000 


A and B share profits equally. C is to be 
admitted to partnership on contributing 
$20,000 for a one-fourth interest in the 
firm. Profits in the new firm are to be 
shared equally by A, B, and C. 

The first solution involves writing up 
good will and is as follows: 


$ 5,000 

To set up goodwill 

20,000 
20,000 


To record admission of C as a 
partner with one-fourth interest 
in the firm 


The balance sheet of the firm after giv- 
ing effect to these entries is as follows: 


A, B and C 
Balance Sheet 
October 31, 1931 


Assets 
Net Assets other than Goodwill .......... $ 70,000 
$ 80,000 


Equities 
25,000 

$ 80,000 


The second solution avoids the use of 
goodwill but provides what is sometimes 
referred to as a bonus to the older part- 
ners. The journal entry in this case is 


1,250 
17,500 


To record admission of C as a 
partner with a one-fourth interest 
in the firm. 
The balance sheet of the firm after giv- 
ing effect to this entry is 


A, B and C 
Balance Sheet 
October 31, 1931 
Assets 
$ 70,000 
Equities 
$ 70,000 


It can readily be seen that each of these 
solutions give effect to the conditions of 
the problem, namely the admission of C to 
partnership with a one-fourth interest in 
the firm. In the first case C’s capital is 
$20,000 or one-fourth of the total capital 
of $80,000 and in the second case C’s capi- 
tal is $17,500 or one-fourth of the total 
capital $70,000. Nevertheless, these two 
solutions are not necessarily, in any given 
case, true alternatives. It is quite possible, 
as in the case given, that if one solution is 
fair and just to all partners, the other is 
not. This can be shown by a comparison 
of the capital accounts of the partners as 
shown on the balance sheets following the 
two solutions.* 


1 While these two solutions are the ones most com- 
monly given, there are also others offered in some 
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First Solution 
Capital 
Per Cent 


Partner Capital Amt. 


Second Solution 
Capital 
Per Cent 


Partner Capital Amt. 


The relative differences in the capital 
accounts of the partners will appear in all 
such cases except under the condition that 
the profit-sharing ratio of the partners is 
the same as their capital ratio. Even for 
partner C, whose capital was exactly one- 
fourth of the total capital in each of the 
above cases, there is no assurance that his 
equity may not ultimately be seriously af- 
fected by the choice of one rather than the 
other of these two entries. 

If at some time subsequent to the admis- 
sion of C to partnership, the firm was of- 
fered and accepted $80,000 for its net as- 
sets and if in the meantime each partner 
had drawn exactly the amount of his share 
of the firm’s earnings, there would be no 
profit on the sale if the first set of entries 
had been used. The sale price is the exact 
amount of the firm’s net assets including 
goodwill actually on the books. Had the 
second solution been adopted when C was 
admitted to the firm, the sale price would 
include a profit of $10,000. This profit 
would be distributed among the partners 
in their profit ratio, in this case equally, or 
$3,333.33 to each partner. The cash would 


texts. Kohler and Morrison, Principles of Account- 
ing, p. 301, for example, suggest writing up good- 
will and crediting the old partner’s accounts in their 
profit-sharing ratio, and, after recording the con- 
tribution of the new partner, writing off the good- 
will, and charging the partner’s accounts in the new 
———— ratio. This would lead to a still dif- 
erent set of figures if the capital of the partners 
were tabulated as above. 


be paid to the partners in accordance with 
their adjusted capital as follows: 


First Solution 


To Partner Amount 
A $ 35,000 
B 25,000 
Cc 20,000 


$ 80,000 


Second Solution 


To Partner Amount 


A $ 34,583.34 
B 24,583.33 
Cc 20,883.33 


$80,000.00 


The advantage to C arising out of the 
selection of the second method is due to 
the fact that he shares in the going con- 
cern or goodwill value of the firm even 
though it appears from the amount he in- 
vested, that the goodwill had been built 
up prior to his admission to the firm. The 
first method resulted in A and B alone 
sharing in any goodwill value up to the 
amount of $10,000. 

The foregoing discussion should make it 
evident that the two solutions offered to 
the problem are not, in a true sense, al- 
ternatives. The selection of one of the two 
methods cannot safely be left to the whim 
of the accountant who drafts the entries. 
The principals, who do not at the time er- 
joy a community of interest, should be 
consulted and due consideration should be 
given to their respective equities. 

In the particular case under review it 
seems that if C is to share in the $10,000 
profit arising from the sale of the busi- 
ness, as he does under the second solution, 
it should be clearly on the assumption that 
the goodwill value has been built up since 
his admission to the firm. But to assume 
that the goodwill has been built up subse 
quent to C’s becoming a partner is to is 
sume that he acted unwisely when he con- 
tributed $20,000 for a quarter interest in 
a business having only $50,000 of net as 
sets and no goodwill. Conversely, if good- 
will existed when C was admitted into the 
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firm, it had been built up by A and B and 
should benefit only them. 

If some assumptions must be made, it 
would be more reasonable to assume that 
C acted with reasonably full knowledge 
when he contributed his $20,000. He paid 
more than a quarter of the amount of the 
firm’s tangible net assets because he knew 
the old firm had a goodwill value. He 
should not, then, share in any goodwill 
which might be entered on the books at the 
time of his entering the firm or at any sub- 
sequent date unless the amount of the good- 
will so set up should be in excess of 
$10,000. 

As a general rule it seems that there is 
more reason for setting up goodwill when 
the new partner is admitted rather than to 
credit the old partners with a bonus of a 
part of the new partner’s investment. It is 
true that goodwill which had not been pur- 
chased by the firm would be set up on the 
firm’s books. In reality there has been a 
partial purchase of the firm’s goodwill by 
C and probably a large enough purchase 
to indicate the probable value of the good- 
will, This purchase by C is at a time when 
there is not a community of interest among 
the partners but rather when their inter- 
ests are opposed. Further, it would doubt- 
less be much better to ignore a principle 
such as the one which rules against the 
recognition of goodwill except in case of 
actual purchase, when the application of 
the principle will result in inequity to the 
partners. 

R. B. Cowrn 


Distortion Orpinary TURNOVER 
Rates 

As a measure of managerial and pur- 
chasing efficiency, considerable significance 
is usually attached to the rate of inven- 
tory turnover. It is questionable whether, 
om account of inaccuracies in the ordinary 
methods of its computation, the importance 
attached to this ratio by accountants and 
business men has not been greater than it 
deserves, It is the purpose of this paper to 
show that commonly used unscientific meth- 
ods result in distorted statistics, and that 


conclusions reached by them are unsound 
and often unfair. 

In Montgomery’s Auditing, Theory and 
Practice, turnover is defined as “the num- 
ber of times capital in the form of stock in 
trade is reinvested in stock in trade dur- 
ing a given period.” This work suggests 
the use of cost of sales divided by inven- 
tory at the beginning of a period, based on 
the assumption of a normal inventory. 
Other authors recommend dividing the cost 
of goods sold by the average stock car- 
ried, the conventional method being to 
average the beginning and ending inven- 
tories of the period. Gerstenberg’s Prin- 
ciples of Business suggests the same meth- 
od unless stock records are kept or 
actual inventories are taken more fre- 
quently than once a year, in which case 
the average of these inventories should be 
used. In Volume 3, American Business 
Practice, the average of actual monthly 
inventories, or the quarterly inventories, if 
monthly figures are not available, is recom- 
mended in determining the rate. 

No doubt all accountants would agree 
that monthly or quarterly figures, if avail- 
able from actual count or perpetual! stock 
records, would more nearly reflect the true 
turnover rate, if divided into cost of sales. 
Through their use the margin of error due 
to irregular fluctuations of inventories is 
cut down to a minimum by reducing the 
weight attached in the calculation to a 
temporary condition. It is when the only 
figures available are the yearly physical 
inventories that we usually fall back on the 
average of the beginning and ending inven- 
tories. 

Serious objections can be raised to the 
use of this average as a divisor. The first 
is that such a method disregards entirely 
all fluctuations in inventory except those 
which find their way into the accounts once 
a year, i.e., at the inconsequential dates 
of closing the books. Instead of regarding 
the inventory as a constantly changing 
mass comparable to the uneven flow of 
water in a stream during early spring 
months, the mistake is made of looking at 
it as something that can be photographed 
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once every year to obtain a progress rec- 
ord of its development. The inventory is 
not static. It cannot be photographed at 
long intervals with single exposures, if one 
is to obtain any sort of intelligible history. 
As there are approximately 300 business 
days in the year, conditions on any par- 
ticular day cannot reflect what is charac- 
teristic of the entire period. 

Because of the lack of weight given to 
changing conditions of inventory during 
the period, and because of the excessive 
weight attached to unimportant condi- 
tions on the closing dates of two fiscal 
periods, this method should be rejected. 
Enterprises in which fluctuations in stock 
on hand do not occur are exceptional. 
Where business is seasonal it is not uncom- 
mon for inventories to double that on hand 
at the close of the business year. An un- 
usual variation from normal at the end of 
any year affects the calculations of the in- 
ventory turnover for two years, that pre- 
ceding it and the subsequent year. 

The second objection, which is fully as 
important, lies in the fact that end-of-year 
inventories are generally sub-normal. Most 
well-managed concerns have chosen a date 
for closing the fiscal year which coincides 
with the “natural” or seasonal year in 
their businesses. In arriving at this choice, 
the month in which the stock is ordinarily 
the lowest and when business is dull is 
usually selected to close the year. The 
arduous job of “taking stock” is thus re- 
duced to a minimum and the time of the 
regular staff may be best spared for this 
purpose. 

While this is, of course, good manage- 
ment, it results naturally in obtaining sta- 
tistics of turnover and other ratios that 
are distorted since the inventories are not 
characteristic of the entire business year. 
An objection may even be raised against 
the use for credit or investment purposes 
of balance sheets as of the end of the year, 
which may not be “normal” or “typical” 
of the business year. Confining ourselves to 
the main thesis, however, it may be said 
that the “low point” of the inventory 
should no more be used alone to determine 
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average inventory than the “high point.” 
As a matter of fact, if the busy season jg 
longer than the dull season, the “high 
point” would be a more correct average. 

For example, let us assume a fiscal year 
ending September 30. If the cost of sales 
be stated as $200,000; inventory on Oc 
tober 1, 1980, as $40,000; and that of 
October 1, 1981, as $50,000 we obtain 
$45,000 as the average inventory by the 
conventional method. This divided into the 
$200,000 gives us a rate of turnover of 
4.44 times a year. Suppose, however, it is 
possible to know without taking stock or 
keeping stock records that the other 
months exhibited the following conditions 
of inventory: 


55,000 
85,000 
75,000 
65,000 


Why should one disregard the condition 
of the inventory on the date April 1 en- 
tirely, or the more significant dates of 
January 1 and July 1 in the above table? 
Why use October 1 of each year in two 
calculations of turnover, once for the year 
elapsed and once for the subsequent year? 
If an average of all the monthly averages 
be taken, the stock turnover is seen to be 
in the above case 3.11 times, which is cor 
siderably slower than the rate first ob 
tained. The question arises, how are we to 
determine the condition of the inventory 
more often than once a year without keep 
ing stock records or actually taking a 
physical count? The suggestion here of- 
fered is that we compute what the monthly 
inventories ought to be (assuming that the 
gross profit margin is fairly constant), 
use their average as being the normal 
stock in trade, and divide this result into 
the cost of sales to obtain the turnover. 
The method of arriving at a monthly book 
inventory is obvious to accountants, but its 
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incorporation into stock turnover compu- 
tation has not been the practice. 

It is here proposed that the following 
convenient process of computing stock- 
turn be adopted and used as the conven- 
tional method, applicable to cases in which 
only annual inventories are available: 

(1) Determine the percentage of cost of 
sales to sales from the actual figures for 
the year. 

(2) To the opening inventory of the 
first month add the purchases’ of that 
month and deduct the cost of sales, as de- 
termined by the application of the above 
percentage to the sales of the month. This 
will yield a book-inventory figure for the 
beginning of the second month. 

(8) To the second month’s beginning 
inventory add the purchases and deduct 
the cost of sales in a similar manner and 
continue throughout the entire year re- 
peating the process for each month. The 
result of the final month’s calculations 
should be compared with the actual inven- 
tory figures available for the end of the 
year. This will provide an excellent check 
on the computations, as the final book in- 
ventory should work out approximately 
to the actual inventory. Slight deviations 
therefrom should arise only from limiting 
the number of decimal places used. 

(4) Book-inventory figures are now 
available for thirteen different dates of a 
particular year. Averaging for each month 
its beginning and ending inventory will de- 


‘Calculations here used for purposes of sim- 
plicity in the illustration assume only finished goods 
or trade merchandise. A method to be applied to a 
manufacturing business so as to determine separ- 
ately a raw materials turnover and a finished goods 
turnover may be conveniently worked out by simply 
changing the factors in the computation to avail- 
able monthly figures of total manufacturing costs. 
If raw material stock records are not kept to de- 
termine material used, a proportional basis would 
have to be worked out. 
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termine the average condition of the stock 
for that month. If the twelve averages so 
obtained be now averaged, the average con- 
dition of inventory for the entire year is 
obtained. A short cut method to obtain 
the same result is to average the initial 
and terminating inventories of the series 
and add this average to the other eleven 
figures and divide by twelve. This may be 
said to be more nearly characteristic of the 
normal or typical inventory of this busi- 
ness than any figure available under the 
conditions. 

(5) Divide this average into cost of 
sales as in the conventional method and 
derive the rate of turnover required. 

This method is of course adaptable to 
periods of less than a year, such as half 
years or quarters. Averaging for each 
month is advocated since, if we add the 
thirteen figures together and divide by 
thirteen, we would be giving undue weight 
to the initial and terminating amounts in 
the series, whereas they are characteristic 
of only one day each of the 800 business 
days in the year. On the other hand, 
amounts determined for the first of any 
month during the year should have twice 
as much weight since they are factors in 
exhibiting the normal trend of not only 
the preceding month, but become the start- 
ing point of the next month. In this way 
each internal figure affects the averages for 
two months, while the initial and terminat- 
ing inventories of the year only affect aver- 
ages of one month a-piece. 

The importance of accuracy in comput- 
ing the inventory turnover, as an aid to 
management in determining financial 
policy, for controlling purchases, for com- 
parisons, and for credit or investment pur- 
poses, should not be underestimated. 


ArtTuor H. 
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To 1n DECEMBER IssvuE 
Premier CorPoraTION 
Balance Sheet August 31, 1931 


Assets 
Current Assets: 
Receivables from customers, less reserve for bad debts of $74,269.59 ...... 74,269.59 
Inventories, at market prices which are less than cost .................... 5,245.80 $ 489,144.14 
Advances to George Gimmel, President .............--.sccccsccccccccsccecs 27,500.00 
Due from Foothold Securities Company: 
Under contract dated August 7, 1931, to buy 75,000 shares of no-par-value 
preferred stock at a net price of $40.00 per share ..................... $1,574,370.65 
Cash advanced for reorganization expenses .................cccccescces 37,500.00 
Less—Balance owing to Premier Tester Co. on purchase of plant ........ 474,629.85 1,147.241.80 
Plant and Equipment (value as appraised by American Appraisal Company 
Goodwill, arising from acquisition of net assets having values less than the 
" stated value of common stock issued therefor ...................ceceeeees $ 708,970.22 
Less—Values acquired and to be acquired for preferred stock in excess of 
Liabilities and Net Worth 
Contingent Liability arising out of purchase of plant and equipment from 
Net Worth: 
Preferred stock, $3.00 cumulative, authorized and outstanding, 75,000 no- 
par-value shares having a stated value of $37.50 per share, issued as fol- 
lows: 
25,000 shares to new stock-holders at $50.00 per share ....$1,250,000.00 
Less—Commission deducted by Foothold Securities Company 250,000.00 
Cash payable to company ($40.00 per share) .............. $1,000,000,00 
50,000 shares to Foothold Securities Company, paid for in 
Less—Excess over stated value, credited to goodwill ........ 187,500. $2,812,500.00 
Common stock—Authorized and outstanding, 25,000 no-par-value shares 
having a stated value of $1.00 per share, issued to Premier Tester Com- 
pany in exchange for net assets of that company (exclusive of plant) 
having a negative book value of $683,970.22 25,000.00 2,837,500.00 
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Aupitors’ CERTIFICATE 


We have examined the books and records of the Premier Corporation and its predeces- 
sor, the Premier Tester Company, as at August 81, 1981, and the agreement dated August 
7, 1981, between Premier Tester Company, George Gimmel, its president, and Foothold Se- 
curities Company. We believe that the above balance sheet correctly reflects the financial 
condition of the Premier Corporation on August 31, 19381. 


Sweet aNp SHortT 
Accountants and Auditors 


Reconciliation of net worth of Premier Tester Company at August 31, 1981, as shown on balance 
sheet before adjustment, and net worth of its successor, Premier Corporation, 
as shown in accompanying balance sheet 


Net worth, unadjusted, of Premier Tester Company— 


Capital stock 


Net worth before adjustment ................ 


Adjustments of above net worth— 


Accrued depreciation and obsolescence on plant not provided for— 


Book value at August 8], 1981 ................ 


Selling price in reorganization 


Reduction of inventories to market .............. 
Accrued interest not recorded ............-.eeee% 
Cash not transferred to new company ............ 


Net worth as adjusted and as transferred to Premier Corporation .... 


Values acquired in reorganization— 


Subscription of Foothold Securities Company ..... 
capitalined 


Net worth of Premier Corporation ........... 


NorEs 

(1) In this problem the focal point is 
the contract between the old company, 
George Gimmel who headed both the old 
and the new companies, and the promoter 
corporation. The contract laid down the 
plan of reorganization whereby Gimmel 
was to form the new company, the promot- 
er corporation was to sell its securities 
with a commission of 20 per cent, and the 
old company agreed to sell its plant for 
$1,000,000.00 in cash and its remaining 
net assets for 25,000 shares of stock in the 
new company. The contract did not specify 
the vendee; doubtless the omission was in- 
tentional in order to justify the manipu- 
lations of Gimmel and the Foothold Securi- 
ties Company. 


1,000,000.00 
$8,896,495.01 
$ 816,029.78 
$2,000,000.00 


A contract of this character serves a 
number of purposes: 

(a) It gives the contracting parties, 
after approval by the stockholders, the 
legal right to proceed with the reorganiza- 
tion. 

(b) It binds the parties to the plan, 
precisely as outlined, and requires them 
to adhere to its terms. 

(c) It puts the active participants to 
the contract in the position of fiduciaries 
representing the stockholders and account- 
able to them for the carrying out of the 
contract on an honest and equitable basis. 

(d) It permits no profit to be taken by 
parties to the contract except as the con- 
tract specifies. 

(e) It supplies in written form the plan 
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of reorganization for the guidance of the 
accountant and others who must subse- 
quently review the transactions. 

These considerations lead to the follow- 
ing conclusions: 

(a) George Gimmel, as president of both 
the old company and the new, is not en- 
titled to share in any reorganization pro- 
fit; his services are presumably paid for by 
salary. 

(b) Foothold Securities Company is en- 
titled to a profit of $10.00 per share on 
the sale of the preferred stock to the pub- 
lic at $50.00, but to no other profit. 

(c) The capital assets are to be sold 
to the new company for $1,000,000 not- 
withstanding the value of $3,000,000 ap- 
proved by the directors and stockholders 
of the new company. This follows from the 
fact that the old stockholders offered to 
sell them at that figure and from the fact 
that no one was authorized to profit on its 
transfer. Furthermore, the old stockhold- 
ers would doubtless not have permitted the 
consummation of the deal if they had 
known that Foothold Securities Company 
stood to profit by so huge a sum as the 
submitted balance sheet indicates. It will 
be observed that Foothold Securities Com- 
pany, with 50,000 of the 100,000 out- 
standing preferred and common shares in 
its name, virtually controls the policies of 
the new company, provided the acquisition 
of these shares is regarded as legal. 

The auditor must insist that until the 
stockholders of the old company have ap- 
proved the secret profits taken by the two 
contracting parties, appropriations of 
such profits are to be regarded as advances 
to them, and the issue of 50,000 shares of 
preferred stock to Foothold Securities 
Company can be interpreted only as a con- 
travention of the terms of the contract. 
Consequently, the acts of the stockholders 
and directors of the new company, in so 
far as they violate the equities of the 
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stockholders of the old company, should 
not in any way influence the auditor, 

(2) The amount owing from Foothold 
Securities Company on account of the con. 
tract was determined as follows: 


Gross liability under agreement—75,000 shares of 
preferred stock at $40.00 per share 


Less—Payments made thereon— 
Cash paid to— 
Premier Tester Company ................, 
Premier Corporation. 474,629.85 
Liabilities of Premier Tester Company paid— 
Bank loan and interest thereon 


Accounts payable ... 274,629.85  1,425,629.85 
Amount due ..... $1,574,370.65 


(3) Under the agreement, the stock- 
holders of the Premier Tester Company 
have the following amount still due to 
them: 


Agreed selling price of plant ........ $1,000,000.00 
Less—Payment thereon ........... 525,870.65 
$ 474,629.85 


(4) While liabilities of the Premier 
Tester Company, totaling $425,629.85, 
were paid by Foothold Securities Com- 
pany, these liabilities, according to the 
contract, were to have been assumed by 
the new corporation. Payments thereon 
were made, therefore, on behalf of the new 
company. 

(5) Goodwill arose from: 


Stated value of capital stock— 
Preferred stock ..... $2,812,500.00 
Common stock ...... 25,000.00 $2,837,500.00 


Value of net assets acquired— 
Net worth of old company transferred to new 
as per statement attached ............... 
New capital to be raised through sale of pre- 
ferred stock, less cash to be expended in pur- 
chase of plant ..... 2,000,000.00  2,316,029.78 


Goodwill $ 521,470.22 


Eric L. 
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BOOK REVIEWS 


Gold, Credit, and Unemployment. G. D. H. Cole. 
(New York: The Macmillan Company. 1981. Pp. 
165. $1.75.) 


Gold, Credit, and Unemployment consists of four 
essays by @ well-known English economist, the pur- 
of which is to “outline, in the simplest possible 
terms and in a purely practical way, the problems 
of monetary policy in its relation to unemployment.” 
The essays are entitled Gold, Credit, and Unem- 
ployment; The Gold Question; The Government 
and the Unemployed; and Cheaper Money, Ra- 
tionalization, and employment. 

The first essay, not previously published, is a 
penetrating analysis of the gold standard with par- 
ticular reference to its shortcomings. Thus we find 
the author referring to the root of many of our 
problems: “. . . if our stock of gold falls, that means 
we must manage with less currency and less credit, 
and accordingly we must either do less business, 
or our price-level must fall.” He faces the re- 
joinder to this, to the effect that a fall of prices 
will mean an increased demand for goods and holds 
that producers faced with a decline of prices re- 
sort to various means of maintaining prices among 
which is the reduction of the number employed 
or a reduction of their wages; thus reducing pur- 
chasing power more than prices are reduced. He 
concludes that the monetary policy should not be 
dictated by the supply of gold in the hands of the 
Bank of England, but rather the currency supply 
should be varied in accordance with the fluctua- 
tions in the volume of domestic production. “There 
is no need for any gold backing at all for any in- 
ternal note issue,” according to Mr. Cole, and un- 
less the internal supply of currency is separated 
from the gold standard the price level within a 
country is subject to international economic forces 
which may induce a credit policy on the part of the 
central bank just contrary to the interests of the 
country. How can it be otherwise when the growth 
of productive efficiency proceeds “at very different 
paces in different parts of the world”? Mr. Cole 
would have the policy of the central bank with 
respect to domestic needs for credit and currency 
entirely divorced from its policy with respect to 
the international price level. In fact, his program 
contemplates a managed currency for domestic pur- 
poses along with a gold bullion standard for in- 
ternational purposes. Unless such a distinction is 
recognized the credit policy desirable for domestic 
purposes must be subordinated to money market 
conditions which are the product of international 
conditions. Under such circumstances employment 
conditions at home are at the mercy of interna- 
tional forces and there can be no real solution of 
unemployment, no stabilization of production. 

Evidently Mr. Cole has in mind the creation of 
a condition which will make it possible to correct 


the situation arising from the fact that British 
“industrial efficiency has been, in many industries, 
lagging behind the general pace of world improve- 
ment” and he does not see how this can be achieved 
while Britain is subjected to credit conditions 
dominated by adverse international forces. Now 
that England has abandoned the gold standard and 
is adopting a protective tariff, perhaps the objec- 
tive can be achieved behind barriers that exclude 
for the time being international factors. 

Mr. Cole ably presents the shortcomings of the 
gold standard, enhanced as they are by abnormal 
distribution of gold and acute nationalism, but his 
solution of the problem can be only a temporary one, 
perhaps long enough to achieve some real progress 
toward rationalization of British industry, but 
nothing more. Since the price level of a country is 
not solely the result of a currency policy, it is 
difficult to follow that part of the discussion to a 
conclusion which would erect compartments of do- 
mestic and international prices. Here his argument 
is not conclusive, though his criticisms of the actual 
situation are acute. 

Essay No. 2, The Gold Question, also centers 
around the thought that the number of notes which 
the Bank of England should issue should bear no 
fixed relation to its stock of gold. The fixed fiduci- 
ary limit suggested by the Cunliffe Report should 
be abandoned; there should be no fixed fiduciary 
limit, since it has forced down prices and restricted 
the volume of production with unemployment the 
logical sequence. It is obvious that Mr. Cole would 
substitute management as a basis of confidence 
rather than bullion and he thinks it can be done. 
As to this, England is now on a paper standard 
with every opportunity to demonstrate the possi- 
bilities of management and Mr. Cole will find him- 
self in possession of new data upon which to test 
his contention. After all, can there be any other 
than an empirical test for such a program? 

Mr. Cole discusses with much ability the ex- 
pansion of credit and currency in response to a 
demand which is partly the result of expanding 
production and partly the result of flow of credit 
into speculation. Here he touches upon a problem 
which has been acute with us. For a British solu- 
tion of this problem he suggests control over the 
joint stock banks in addition to control over the 
central bank. The step is essential because “in- 
creased credits for speculation do raise prices— 
prices of stocks and shares. This increase results 
in large profits for speculators, and gives them in- 
creased purchasing power. If this were used to buy 
stocks and shares, commodity prices would not be 
directly affected, but it is in fact used to buy com- 
modities and the prices of commodities are forced 
up” because credit to expand production has not 
been supplied. Thus internal prices are forced out 
of line with international prices and the country 
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again becomes the victim of a credit policy based 
upon foreign factors. Mr. Cole summarizes his views 
in fourteen points, all of which are tied to his main 
thesis—that currency should be expanded in keep- 
ing with the needs of internal trade quite regard- 
less of gold reserves and that this should be per- 
mitted just so long as the price level of the country 
is on a par with the world price level. Enough gold 
should be kept to “meet possible demands for it 
as a means of external payments.” In short, Mr. 
Cole favors a socialization of the banking system 
to the end that there shall be industrial stabiliza- 
tion and a reduction of unemployment. 

In the remaining two essays Mr. Cole discusses 
the policies of the late Labor Government and their 
effect in respect to unemployment and the problem 
of rationalization of British industries. He finds 
much fault with the methods pursued by Mr. Thomas 
of the Labor ministry and he clearly presents the 
necessity for a general reorganization of British 
industrial methods as a prerequisite to recovery of 
foreign markets. Without this recovery there can 
be no solution of unemployment. It is his opinion 
that the process of rationalization cannot be brought 
about unless pressure is brought to bear by the 
banks upon those industries which are laggard. The 
joint stock banks are held to be partly responsible 
for the backward condition of British industry and 
he feels that a socialization of these banks would 
make them more amenable to changes of banking 
policy which are essential to a modernization of 
British industry. 

Even though one does not agree with Mr. Cole, 
his treatment of the several problems is stimulat- 
ing and vigorous. He would by action of govern- 
ment develop an economic program which would 
function where capitalism has failed. The weak spot 
in this program appears to lie in his proposal to tax 
the wealth produced by the decrepit, if not defunct, 
capitalistic system and thus provide the funds with 
which to work out his reforms. Moreover, it is not 
clear as to just how the government could make his 
plan for unemployment relief work without draw- 
ing upon the brain power which this same capitalis- 
tic system has, in his opinion, failed to produce. 
Clearly he does not regard Mr. Thomas as the best 
man for the work assigned to him, yet it is a fair 
assumption that he was the best man that the Labor 
party could command at the time. The real fact is 
that the men to solve the problem which Mr. Cole so 
clearly presents will have to be produced by the 
very forces which he seeks to master and it is not 
evident that capitalism is any less likely to produce 
them than a socialized industrial system. 

E. A. Kincamw 


Economics in the Twentieth Century. The History 
of its International Development. Theo Suranyi- 
Unger. (New York: W. W. Norton & Company, 
1913. Pp. xix, 397.) 


This history of economics is an extraordinary 
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work. The author, a Hungarian with great linguis. 
tic powers, has gone through books, periodicals, and 
association proceedings in German, English, French, 
and Italian. He has paid great attention to individ- 
ual writers. Instead of limiting his discussion to the 
leaders of opinion or to summaries of the principal 
schools, he has endeavored to note everyone whose 
views might someday be of interest. Mindful of the 
undeserved neglect suffered by some great contribu- 
tors of the past, he has determined to record all 
possible contributions. By exercising so little selec. 
tion, he has accomplished his purpose. In doing so, 
he has doubtless rescued many discussions from an 
oblivion which they have well deserved. Quite un- 
intentionally, he has accumulated damming evidence 
of the futility and sterility of most economic theoriz- 
ing. 

The book will be of great service as a reference 
work and bibliographical guide in the field of pure 
economic theory. The accountant who wishes to 
acquaint himself with discussions of economic 
methodology, value, and distribution will find it 
useful, provided that he has already done consider- 
able thinking in this area. For the beginner, most 
of the book would be unintelligible. The author 
devotes little attention to business economics, which 
has most points of contact with the accountant’s 
professional work. 

The book is systematically constructed and, in 
view of the constant danger of cataloging, written 
with literary skill. The first part deals with the 
philosophical sources of the most recent economic 
tendencies. The three other parts deal with the de- 
velopment in German speaking, the Romance, and 
the Anglo-Saxon countries. Each of these parts has 
a chapter on method, on attempts to create systems, 
on value, price, and distribution. Every page carries 
the stamp of the author’s amazing acquaintance with 
the literature. His erudition is emphasized in the 
editor’s introduction. This is no small praise, for 
Professor Seligman himself has a reputation for 
erudition. 

Two slips of some importance should be noted. 
J. B. Clark is said (page 279) to deal with three 
factors of production—land, capital, and labor— 
whereas Clark included land with the capital goods. 
F. H. Knight’s article, where he proposed a welcome 
simplification of price theory, is incorrectly sum- 
marized (page 270). These should be mentioned; 
but the reader must be impressed with the accuracy, 
as well as the range, of the author’s interpretations. 

The most serious omission, among the references 
to American literature, is that of the late Allyn 
Young’s review of “The Trend of Economics,” pub- 
lished in the Quarterly Journal of Economics for 
February, 1925, and reprinted in his “Economic 
Problems.” 

R. S. Meriam 


Bookkeeping and Accounting. J.O. McKinsey. (Cin- 
cinnati: South-Western Publishing Company. 
1931. Pp. 398. $1.50.) 
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The author in his preface, points out that this 
book is intended to meet the needs of three classes 
of people, namely, those who desire employment in 
accounting work, those who do not intend te work 
in accounting but in other related fields, and those 
who intend to continue the study of the subject in 
the university schools of commerce. The objective is 
accomplished and the book should be well received 
by the schools in the field in which the book is in- 
tended. 

The emphasis is almost entirely on bookkeeping 
technique with numerous and complete illustrations. 
The material is exact and offers little opportunity 
for consideration of alternative methods which 
so often confuse the student. For example, the 
periodic inventory method is used throughout and 
there is on indication to the student that other 
methods might be used. 

While some effort is made to state the principles 
of accounting in the various chapters the statements 
are very brief and are more in the nature of an 
explanation of the procedure. This should appeal 
to the majority of students since they are often 
more interested in “how” than “why.” 

The subject matter is really: divided into three 
sections although there is no specific statement to 
this effect. In the first thirteen chapters the student 
is taken through the complete bookkeeping pro- 
cedure. The approach is from the simple Balance 
Sheet and Statement of Profit and Loss. Then come 
the development of the account as source of infor- 
mation for the statements and the development of 
the simple journal as a source of information for 
the account. The trial balance, even to the use of 
the obsolete balance of totals, simple adjustments, 
closing entries, and balancing of accounts are also 
developed in this first section. A practice set fol- 
lows this section in which the specific application of 
the procedure is illustrated. 

The second section consists of chapters fifteen 
to twenty-eight in which the complete bookkeeping 
procedure is again illustrated with the introduction 
of more complex situations. This section is again 
approached from the stand-point of the Balance 
Sheet and the matter of classification is introduced. 
The Profit and Loss Statement at this point also 
provides for a simple classification. Simple illustra- 
tions are given in separate chapters of accounts 
receivable, notes receivable, liabilities, fixed assets, 
merchandise, and expense accounts. Further con- 
sideration is given to adjustments including depre- 
ciation and the use of the work sheet is illustrated. 
Special books of original entry are introduced but 
only in simple one-column form and again the group 
of chapters is followed by a practice problem illus- 
trating the procedure. Some questions might be 
raised as to the order in which the material is pre- 
sented but these would be insignificant in a book of 
this sort. 

The third section includes chapters thirty to 
thirty-five and takes up miscellaneous questions such 
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as cash discounts, columnar cash books, miscellane- 
ous business papers and forms, bad debts and ac- 
cruals 

Control accounts are not introduced in the book 
and are about the only elementary accounting pro- 
cedure eliminated. The student, after completing 
the book, should be in a position to keep a set of 
records for a small enterprise except for the lack 
of work in control accounts as they apply to ac- 
counts receivable and accounts payable. A brief 
statement of the net-worth accounts used in a cor- 
poration would also add value to the book since the 
consideration is entirely of the individual propri- 
etorship. 

The teacher should be well pleased with the 
questions and problems that follow each chapter as 
well as the supplementary exercises that appear in 
the back of the book. 

R. S. Witicox 


The Cultural Significance of Accounts. DR Scott. 
(New York: Henry Holt and Company. 1931. Pp. 
viii, 316. $2.50.) 


Basing his discussion upon an economic inter- 
pretation of history, the author proceeds somewhat 
philosophically to show how the free market be- 
came a controlling influence in an era of individ- 
ualism. The reader is taken back in history to the 
Renaissance, the Reformation, and the Industrial 
Revolution to contemplate cultural revival and de- 
velopment. Out of the chaotic conditions of those 
times there arrived what is described as “market 
control over economic affairs.” 

Now come heralds announcing the dawn of a 
new culture (or possibly it would be more apt to 
say the twilight of an old culture). “Factors tend- 
ing to bring about a decline of popular faith in mar- 
ket control” are marshaled before us in a chapter 
titled Disintegration of Market Control. Such sub- 
jects as Pluralism in Political Theory, Large Scale 
Competitive Production, From Cut-Throat Compe- 
tition to Monopoly, Agricultural Distrust, The 
Labor Point of View, Government Regulation, The 
Business Cycle, and Uncertainty of Legal Support 
are briefly but effectively inspected to show the 
present-day tendencies. 

Value Theory of classical economists is sub- 
jected to the author’s critical analysis and historical 
musing. Its place in an underlying cultural philoso- 
phy is found to have degenerated somewhat with 
failure of the free market until it now plays a minor 
réle. “Cultural reorganization involves the develop- 
ment of a new cultural mechanism as well as a new 
economic mechanism. It must involve also, even- 
tually, the development of a new and different type 
of economic value theory.” 

A short chapter on The Backward Outlook of 
Socialism seems to be a sort of an “aside” or “back- 
stage whisper” which neither adds to nor subtracts 
from the value of the work as a whole. 

Continuing from the suggestion of a declining 
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cultural movement we are led on, quite logically, 
in a discussion of The Scientific Point of View. 
“The scientific movement and the development of 
machine technology are two aspects of one cultural 
development. Together they constitute the dominant 
trend of this cultural period.” The change from an 
individualistic to mechanized large scale enterprise 
is accompanied by new standards and techniques 
which rest upon a “prevailing cultural discipline” of 
the new era. These new standards and techniques 
are discussed in relation to management, law, ac- 
counts, statistics, government, and economic theory. 

Professor Scott concludes that “the prospect of 
economic organization around accounts is the eco- 
nomic aspect of a prospective cultural reorganiza- 
tion upon the basis of an objective philosophical 
viewpoint.” 

He admits that “Accounting theory is not now 
a general theory of economic organization” but sug- 
gests that “accounts and accounting theory promise 
to serve respectively as points of origin and organi- 
zation for a reshaping of economic institutions and 
the development of a system of theory running con- 
sistently or primarily in objective terms.” 

This book is a pioneer in the philosophical con- 
templation of accounting and its part in the social 
structure. It is worthy of an enthusiastic reception. 
Particularly is it recommended to accounting edu- 
cators, graduate students, and professionally-con- 
scious practitioners with a highly developed sense 
of social responsibility. 


Hermann C. MILER 


The Greenbacks and Resumption of Specie Pay- 
ments. Don C. Barrett. (Cambridge: Harvard 
University Press. 1981. Pp. x, 259. $3.) 


Professor Barrett’s The Greenbacks and the Re- 
sumption of Specie Payments, Number 36 in the 
Harvard Economic Studies, constitutes an im- 
portant addition to a list of distinguished contri- 
butions published under the auspices of the De- 
partment of Economics at Harvard. Professor Bar- 
rett’s work will be welcomed by all students of 
monetary problems because, as he says, “Our ex- 
periment has never been presented as a monograph 
covering the whole period—,” and for the further 
reason that the lessons to be learned from the 
history of the greenbacks are, perhaps, of even 
greater value than they were when his work was 
completed, now that England and several other 
leading nations have recently abandoned a gold 
standard of one sort or another and are, therefore, 
on a paper money basis. 

Professor Barrett presents his subject in ten 
chapters in the course of which he traces the origin 
of the greenbacks, their supposed necessity, addi- 
tional issues, their evil effects, the possibility of 
resumption in 1865-66, the decade of debate and 
delay following the failure to resume at that time, 
the resumption act, resumption accomplished and, 
the problem of remaining on the gold standard after 
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the return thereto. It is obvious from these 

that the subject is well organized and it should be 
added that it is well developed. There is much that 
might be said about the task so well done by Pro. 
fessor Barrett, for certain chapters impress the 
student of monetary economics, among them the 
one in which he considers the supposed necessity of 
the greenbacks. After careful analysis of condi- 
tions in 1861, he finds that taxation could have been 
more fully utilized and bonds could have been sold 
abroad. Moreover, a popular loan could have been 
floated, if interest rates had been raised sufficiently, 
or bonds could have been sold at a discount, but for 
the fetish of par. Clearly, resort to paper money 
was by no means the last resort, a fact which re- 
flects no credit upon Secretary Chase. Furthermore, 
he declined to subordinate the sub-treasury to the 
banks even to the extent of checking directly against 
government balances held by them for the purpose 
of paying government debts. In view of the fact 
that greenbacks provided but $450 millions of the 
funds required to finance the war, out of a total of 
$2846 millions of public debt, it is all the more evi- 
dent that utilization of other resources might have 
obviated the resort to greenbacks. Secretary Chase 
opposed them from the first as well as their in- 
crease, but his opposition was chiefly vocal for he 
failed to develop adequate sources of revenue and 
thus permitted the country to drift into inflation. 
In addition, both Chase and the administration 
leaders refused to make it possible to convert green- 
backs into 6 per cent bonds and the penalty subse- 
quently endured, when resumption was undertaken 
and again in the ’90s, was severe indeed. Then there 
was the failure to retain the efficient services of 
Jay Cook in distributing bonds, a decision which 
caused Chase to turn to national banks for a service 
which they were unable to perform. Professor Bar- 
rett’s record of Chase as a financier contains little 
to support the estimate which other scholars have 
given him, but McCulloch stands up very well in- 
deed under the critical examination of his policies 
as Fessenden’s successor. 

Professor Barrett’s chapter on the evils of paper 
money constitutes excellent food for thought on the 
part of those who now feel that we should abandon 
the gold standard. Indeed, much that he brings out 
for those times holds true for these. When a coun- 
try goes on a paper standard, in effect it adopts a 
managed currency, though Professor Barrett makes 
it quite clear that the desired type of management 
is always precarious and was particularly so after 
the Civil War and the lack of adequate manage- 
ment always gives rise to definite signs of danger a8 
evident then as they are now. 

After a careful examination of the status of 
various economic groups in 1865-66, Professor Bar- 
rett concludes that all of them “were in fair condi- 
tion to undertake resumption in the latter half of 
the year 1865 or in 1866.” The steps preparatory 
to resumption are fully analyzed and it is concluded 
that a foreign loan could have been floated in Eng- 
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land in 1865-66. Incidentally, he gives an excellent 
idea of the economic situation of England at the 
time. The Overend-Gurney failure of 1866 did not 
stand in the way of an American loan, a favorable 
reaction followed the fall of Richmond, the respect 
for Federal bonds as an investment also improved 
with the recovery of trade following the war, con- 
fidence in America was both reflected and developed 
by the Economist, and thus he concludes that Eng- 
lish capitalists were both willing and able to lend 
to America in 1865-66. At that time England was 
assiduously studying America as a possible bor- 
rower, thus setting an example which we failed to 
follow with respect to foreign countries borrowing 
in this market during the “golden decade.” 

The chapter, A Decade of Debate and Delay, 
brings out effectively the readiness with which poli- 
ticians seized upon opposition to contraction as a 
means of catching votes, thus revealing the tendency 
still prevalent in this country to subordinate eco- 
nomic fundamentals to political considerations. 
Fortunately the issue appeared to be settled by the 
election of Grant in 1868 and the country was 
placed in the hands of an administration pledged 
to return to gold. The alternative was a paper 
standard without the mechanism for controlling it, 
for it must be remembered that there was no central 
bank and no Federal budget and there could be 
nothing but menace in a paper standard under such 
conditions. In a country like our own where sound 
policy is so often subordinated to political ex- 
pediency there was and is but one basis for cur- 
rency—a commodity or gold basis. And this was 
true in the decade ending with 1870, even though 
the return to gold meant further shifts in group 
prices, redistribution of wealth following upon 
maladjustment of prices—evils sufficient to create 
the sturdy opposition of the Democratic party as 
well as to fully justify it. 

Though the opponents of resumption won a some- 
what dubious victory with the aid of the crisis of 
1878 when McCulloch was compelled to reissue 
greenbacks already retired, the next move on the 
part of the inflationists was defeated by Grant’s 
veto of April, 1874. But Professor Barrett gives 
Grant little credit for this apparent firmness. 
Rather, he attributes Grant’s action to the pressure 
brought upon him by the more conservative element 
of the country. Fortunately for resumption, the 
country was disposed to attribute the depression 
following the panic of 1878 to the party in power 
and it was therefore deprived of control in the elec- 
tion of 1874. Thus it became possible for a “lame- 
duck” Congress to frame a resumption bill with 
impunity and enact it into law in January, 1875. But 
the bill itself was the work of Senator Edmunds 
rather than of Sherman, as is commonly supposed. 

Following its passage there arose a controversy. 
Should the greenbacks, once retired, be reissued? 
After three years of discussion this question was 
settled by the Act of May 81, 1878, and the Treasury 
was directed to reissue greenbacks already retired. 
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Thus they became a permanent feature of the mone- 
tary system of the country and from that date to 
this have stood at $846,681,016. 

The chapter, Resumption Accomplished, starts 
off with an examination of the charges of incon- 
sistency and vacillation against John Sherman. “Un- 
fortunately the charge can be substantiated,” and 
Professor Barrett then cites specific instances in 
support of his characterization of the man who had 
to carry out the difficult task of actual resumption. 
Inflationists were in control of both houses, the 
silver controversy was injected into the already 
complex situation and there was a definite senti- 
ment in favor of repeal of the resumption act. Sher- 
man took the position that a limited coinage of 
silver would not be fatal to resumption and the 
Bland-Allison Act was permitted to pass. As if 
this were not a sufficient blow, he then adopted the 
view that greenbacks could be reissued when once 
redeemed by the Treasury. So it came about that 
the return to gold involved two almost fatal con- 
cessions for which the Cleveland administration was 
to take the blame, at least in the opinion of the 
electorate. With allowances for these serious lapses 
it may be said that Sherman carried out the steps 
essential to resumption with considerable ability. 

The final chapter examines the problem of main- 
taining resumption, i.e., the problem of maintaining 
the necessary reserves in the face of (a) necessity 
of reissuing redeemed greenbacks, (b) the im- 
pingement of the refunding of the public debt upon 
the success of resumption and (c) the foreign trade 
situation. In the absence of a central bank with 
power to retire and cancel notes the withholding 
of the greenbacks received by the Treasury would 
have afforded means to protect the gold reserves. 
The Act of 1878 made this protection impossible. 
The refunding process incurred the risk of gold 
shipments to care for bonds called but this menace 
did not prove serious. Finally the balance of trade 
became favorable, due to the great crop of 1879 
in this country over against a deficiency in produc- 
tion abroad. Thus it may be said that resumption 
was achieved and maintained by an act of God and 
democracy had once more muddled through a long 
and difficult problem. 

To the student of present-day problems with 
their concomitants in the form of plans to prevent 
further deflation, plans to bring about deliberate 
inflation, plans to return to bimetallism, plans to 
abandon gold in favor of a paper standard, and 
various plans for stabilization and tampering with 
economic forces and laws, Professor Barrett’s book 
is highly interesting and of much value. It appears 
that we have made some progress, institutionally 

speaking, but a doubt arises as to whether the 
knowledge of economic fundamentals is more gen- 
erally disseminated and more fully grasped than 
was the case in 1879, though it should be said that 
the present economic world is vastly more complex 
than that of Chase, McCulloch, and Sherman. 
E. A. Krncaw 
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Eatended High Yield Bond Values. Computed and 
compiled by Financial Publishing Company. 
(Boston: Financial Publishing Company. 1982.) 


“Showing net returns from 15% per cent to 50 
per cent on bonds and other redeemable securities 
paying interest semiannually. The present tables 
are in effect supplementary to ‘Consolidated Tables 
of Bond Values’ which show yields up to 15 per 
cent. Fourteen coupon rates are given, including 
the quarter coupons in current use. Maturities have 
been shown at intervals sufficiently close to insure 
only a small change in price between them. 

Scope 
Yield Rates: 154% to 24% by %% 
2416% to 29% by 144% 
80% to 35% by 1% 
4% to 50% by 5% 
Coupon Rates: 3, 314, 4, 414, 414, 434, 5, 514, 
514, 6, 644, 7, 744, 8 percent 
Maturities: Monthly to 1 year 
Quarterly to 2 years 
Semiannually to 15 years 
Annually to 25 years 
5-year periods to 50 years 
Values: To 2 decimal places.” 


High and Low Financiers. Watson Washburn and 
Edmund S. De Long. (New York: The Bobbs- 
Merrill Company. 1982. Pp. 315. $2.50.) 


“Some Notorious Swindlers and Their Abuses 
of Our Modern Stock Selling System.” Contains 
chapters on: George Graham Rice, The Reverend 
Fenwicke L. Holmes, Wilen W. Easterday, Harold 
Russell Ryder, Arthur H. Montgomery, Charles V. 
Bob, Dr. Nicholas Partos, Artistry in Oil, Foreign 
Ford Fakes, Hundred-Per-Centers, Investment 
Trusts—Good, Bad and Indifferent, The New York 
Stock Exchange, Tricks of the Trade, and Existing 
and Potential Remedies. 


Simplified Mathematics for Accountants and Exeou- 
tives, Harris D. Grant. (New York: McGray. 
Hill Book Company. 1981. Pp. xii-829. $3.50.) 


“This book shows how to solve problems involy- 
ing compound interest and discount by scruple, 
practical, arithmetical computation using no al- 
gebra or logarithms. The problems covered are those 
common to insurance companies, bankers, brokers, 
instalment businesses, realtors, and public and 
private accountants in all branches of industry. 
Complex problems in annuities, sinking funds, 
amortization, etc., are included, and their analysis 
and solution by simple effort-saving methods are 
shown.” 


Everyman and His Common Stocks. Laurence H. 
Sloan. (New York: McGraw-Hill Book Com- 
pany. Whittlesey House. 1981. Pp. viii-306. $2.50.) 


“The author has attempted to deal somewhat 
more with the generalities of common stock invest- 
ment than with the particulars, No one aspect of 
the situation has. been given extensive or exhaustive 
attention, but the plan has been rather to survey 
the field broadly and to work toward general con- 
clusions which should prove helpful in the formu- 
lation and prosecution of a general long-term in- 
vestment program. In treating the subject from 
this point of view, the author first offers a survey 
of the whole field of investments, discusses the 
forces which make for value and those other forces 
which make for price and considers the relationship 
between the two.” 


New York Laws Affecting Business Corporations. 
Annotated, revised to April 11, 1982. (New York: 


United States Corporation Company. 1932. Pp.’ 


xxxii-468, $2.) 


“Containing the Amendments of the Legislative 
Session which adjourned March 11, 1932.” ; 
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UNIVERSITY NOTES 


Universiry oF CaLirornia aT Los ANGELES 


Prof. Ira N. Frisbee of this department and 
Mr. John R. Riggleman of the Department of 
Commerce, Washington, D.C., have just pub- 
lished through McGraw-Hill Co. a new text in 
statistics, Business Statistics. 


UNIVERSITY oF CHICAGO 


Asst. Prof. W. J. Graham and W. G. Katz, 
assistant professor of law, are preparing a 
book under the title Accounting in Law Prac- 
tice, which will be published shortly by Cal- 
laghan and Co. 


UNIVERSITY 


Mr. H. C. Walling, who has been on leave 
of absence from the University of Texas and 
has been serving as laboratory instructor at 
Columbia, will return to Texas at the close of 
the year. Mr. A. P. Drucker, professor of ac- 
counting at Colorado College, has been called 
back to Colorado Springs from Columbia be- 
cause of illness in his family. 

Mr. Ralph T. Bickell of the accounting 
staff was recently invited to membership in 
Beta Gamma Sigma. 


University or DENVER 
Mr. Harvey Willson, for two years director 
of the accounting laboratory, is joining the 
staff of Collins, Witting and Co., public ac- 
countants. Mr. Wayne Shroyer, winner of the 
accounting prize of this year, will be the new 
laboratory director. 


Duke UNIVERSITY 


The courses in auditing and C.P.A. review, 
taught by Mr. M. L. Black, C.P.A., have been 
extended to full year courses. Spring registra- 
tion for accounting courses for next year ex- 
ceeds all previous marks, beginning account- 
ing courses showing an increase of 38 per cent. 

Mr. James Maynard Keech, former fellow 
of the Taylor Society, will teach one or more 
sections of the first year course. Prof. John H. 
Shields has been invited to be on the program 
of the regional conference of the World Fed- 
eration of Education Associations which will 
meet in Honolulu, July 25-30. 


University or 
Prof. Hiram T. Scovill has been elected a 
member of the University Council as a repre- 
sentative of the faculty at large. This council 


consists of the president, the deans of the vari- 
ous colleges, and three representatives elected 
by the faculty. 


Lenicu UNIVERSITY 

Mr. S. B. Mead, instructor in accounting, is 
to carry on graduate work at Brown Univer- 
sity next year, where he will be a candidate 
for the Ph.D. degree. 

Prof. F. A. Bradford’s book, Banking, 
came out a few months ago. It is a companion 
book to his previous book, Money. 


Louisiana State UNIVERSITY 

Mr. M. U. Harmon and Mr. J. Favalaro, 
assistants in the department, are leaving to 
enter business. Prof. E. A. Saliers has been a 
foreign corresponding member of the Societé 
de Comptabilité de France. 

The seminar in business problems has been 
making a study of by-products from the point 
of view of cost accounting, during the course 
of which it has visited a number of local in- 
dustrial plants. 


University or MoNnTANA 


Professor Sanford served as auditor of the 
Community Fund campaign this spring. A 
course in the teaching of commercial subjects 
will be offered at the summer session this year. 
Students in the school are making a study of 
the income of small farm enterprises in the 
vicinity of Missoula. 


University oF Nortn Dakota 


Prof. C. G. Blough, chairman of the depart- 
ment of accounting, will be on leave of ab- 
sence for next year to complete work for his 
doctorate at Harvard. Mr. E. C. Koch will act 
as head of the department during the year. 
Mr. Ira D. Anderson, formerly of Indiana and 
Northwestern Universities, will fill a vacancy 
caused by Mr. Blough’s absence. 


NorTHWESTERN UNIVERSITY 
A new course in European accounting theory 
will be offered in the summer session this year 
based on translations of some European litera- 
ture in the field and on the student’s reading 
in German or French sources. 


Onto University (ATHENS) 
Mr. E. E. Ray and Mr. Ralph F. Bechert 
have been advanced to the rank of associate 
professors of accounting. 
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University or Soutn Dakota 
The extension division of the university is 
offering a course in auditing and federal in- 
come taxation this year in addition to the usual 
elementary courses. 


Stranrorp UNIVERSITY 


Mr. Edward G. Nelson and Mr. Wallace 
D. Cathcart have been appointed to the de- 


partment staff for next year. Mr. Nelson 
have charge of the introductory courseg 
accounting and Mr. Cathcart of the cou 
auditing. 
University or Texas 

Mr. Wilford L. White, professor of m 
ing, has been on leave of absence with # 
Federal Trade Commission for the year 
will return to the department in the fall. 
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